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PREFACE 


A knowledge of accounting is essential to all who wish to understand 
our modern economic system. Its usefulness is not restricted to practic- 
ing accountants, but extends to responsible men engaged in all fields of 
business and public activity. The growing complexity of business and 
economic problems has made an appreciation of accounting principles 
more necessary than ever before. The study of accounting should enable 
college and university students to understand better not only our modern 
economic society but also their relation to that society. 

Many of the factors underlying previous editions are still valid and 
are maintained for the present edition. This new edition is planned to 
serve four groups: (1) .those who expect to continue the study of account- 
ing and to practice it as public or private accountants; (2) those who 
expect to enter business activity and wish a better understanding of 
accounting as a tool of business; (3) those who are interested in economics 
and who seek a sounder understanding through a study of accounting; 
(4) those who anticipate entering other professions and need accounting 
to measure their financial progress in professional practice. It is not 
expected that one course in accounting will give a complete training for 
the practice of accountancy. Rather, it is expected that a study of this 
book will give students a broad appreciation of the services that account- 
ing is equipped to render to the business world and to economic society. 

The continued use of the four previous editions throughout the country 
gives evidence of the effectiveness of this book as a means of introducing 
students to accounting. Care has been taken to retain in this revision 
all the best features of the previous editions. Among these should be 
noted: (1) the position that accounting and economics are fundamental 
studies of modern society; (2) the emphasis on a comprehensive vmder- 
standing of accounting practices; (3) the recognition of accounting as a 
business function serviceable to management \vithin the business and to 
owners, creditors, and others without. In developing the subject, the 
following methods have been retained: a logical development of subject 
matter, a realism in the illustrative material, the inclusion of thought- 
provoking questions and problems, and a time-saving technique in 
illustrations. 

Problems included at the end of each chapter represent a recommended 
quota for the average class. Supplementary problems for each chapter 
are given at the back of the book. These supplementarj^ problems may 
be used W'hen laboratorj^ work in addition to that given at the end of 
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the chapter is desired or when the instructor prefers to use different 
problems m consecutu e j ears The supplementary problems are designed 
to provide longer exercises than those in the main body of the text 
As m the previous editions three optional practice sets are provided 
The narratives of transactions for Pracface Sets Nos 1 and 2 are given 
m the textbook, but that for Practice Set No 3 is provided m a pamphlet 
included with the blanks required for the set Each of the three practice 
sets has been di\nded into two parts so that this type of work can be 
dmded into relativ elj small units and can be brought close to the chapter 
material to which it partieularl> relates 

In the preparation of the fifth edition an attempt has been made to 
employ the democratic process Questionnaires were distributed widely 
by the publishers and the personal preferences of faculty members were 
collated These data summarized were utilized as outside boundanes 
The revised manuscript was submitted to faculty readers, and their con- 
structne cnticism was organized by the author The present book is a 
CO operatne product 

The author wishes to acknowledge his great indebtedness to all those 
who gate assistance in the preparation of this new edition It is un- 
fortunate that space in this preface does not permit personal recognition 
of each Recognition should however, be given to several who not only 
gave suggestions m advance of the writing of the manuscript but who 
also read the first draft and gave suggestions for its improvement These 
persons are Professsors ^ J Bumej University of Iowa, L E Campbell, 
Emor> Lniversitj C F Dunham, University of Mississippi, E A 
Heilman Lmversity of Minnesota T C Hilliard, De Paul University, 
R L Mannix Boston Uni\ersit> C R Niswonger, Miami University, 
A B Stillman, Lmversitj of Oregon 

Consideration has also been given to the cntiCTsms of students wno 
used previous editions as a textbook As a result, shorter paragraphs, 
more frequent illustrations better co ordinated problems, and less writ- 
ing in problem solutions have been adopted The approach to the sub 
ject matter has been changed to follow the student s expenence and 
background touching business and business practices 

A relatively small percentage of college and university students go 
bejond first >ear accounting It is important that no significant part 
of accounting be omitted from their consideration It is also important 
that the services of accounting to business and to societj be understood 
bj them It is hoped that the use of this book will help make such stu- 
dents more intelligent members of our social order 


H S Noble 
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CHAPTER I 

MEANING AND PURPOSE OF ACCOUNTING 


Accounting principles are concerned with 
business transactions and their effect on the 
units that compose economic society. These units include business 
units, where accounting practice is most fully developed; political 
imits, such as cities and school districts; consumer units, probably the 
most numerous group; and other social units, such as clubs, hospitals, 
and churches. While emphasis will be placed in this text on accounting 
principles applied to business, the student should realize that account- 
ing principles may be applied to each unit in economic society. 


A business transaction is an exchange at a price of goods or services. 
Modern living is characterized by a maze of such transactions. A 
package of gum at 5 cents and a bus fare at 10 cents, as well as a pur- 
chase of a new home at $10,000, illusti-ate the vai’iety and diversity 
that are found in business transactions. 


From the standpoint of the buyer the study of a business trans- 
action does not end with the exchange or purchase. The goods or the 
services of the transaction become the property of the buyer. Account- 
ing follows these goods until they ai'e used or exchanged. 

Accounting always applies to a unit. It cannot be spread over a 
gi’oup of \mits. It is a particular automobile manufacturer, not the 
automobile industrj'', that has transactions to be accounted for. Each 
business enterprise has its own business transactions and its own 
accounting. 

As a study, accounting is never-ending. Capable scholars devote 
their lives and their intellectual energies to analyzing its phenomena. 
Experienced professional accountants contribute their best thinking to 
the satisfactory solution of accounting problems. Periodic meetings of 
national accounting organizations discuss the pros and cons of various 
accounting practices. 


PROPERTY AND The use of property is essential to the conduct 

BUSINESS OPERATIONS business. A place for the business must be 
provided in a building that is owned or rented; equipment adapted to 
the acti^^ties of the business must be ovmed or leased ; if goods are sold, 
they must be purchased or manufactured and kept in stock prior to 
sale; if services are rendered, the equipment and supplies used in 
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rendering the services must be available for use ^\Tiere\er there is 
business property is found 

Through the sale of commodities or services business operations 
produce funds that maj be used to purchase additional property as the 
business expands These funds constitute an important element in the 
total property of the business If a busmess is conducted m such a wa> 
that its total propertj increases the business is said to be successful 
In contrast if its operations result in a decrease in its property, the 
business is considered to be unsuccessful 

An automobile-manufacturmg busmess that grew from a one-man 
shop m the back lot of a Detroit residence to a huge corporation em- 
plojing hundreds of thousands of people not onl> in this country but 
also m other nations of the world is an example of successful business 
operations and the accompanying increase in property A five and- 
ten-cent business that grew from a small store m a small town m 
Pennsi Ivania to a v orld i\ide enterprise \nth departmentalized stores 
in eiery large citj is another instance of expansion in business and 
property Alost businesses with large investments in propertj at the 
present time began jears ago as small enterprises with but httle 
propertj 

The propertj of a business is used in earning on busmess activities 
with the purpose of increasing the amount of that propertj Ordi- 
nanh this is accomplished bj the production of commoditiesorsemces 
that satisfv the wants of others As these products or services are sold, 
the business purchase^ other products or sennees that it may use m the 
production of still more products and services for sale This cjcle of 
purchasing and selhng products and services bj business enterprises 
constitutes the institution known as business 

TRANSACTIONS AND Business transactions are the raw materials 
ACCOUNTING VALUES of accounting Transactions are also eviaence 
of business activi^ and life business js dull jibw, Jbp.nivmher 

of transactions has decreased when business is keen and active, the 
number of trai^ctions has mcreai^d \lithout transactions there 
would be no accounting, there would be no business 

The business transaction sets the accounting value This value is 
the pnee agreed upon between the buver and the seller in the trans- 
action, it measures the amount shown on the accounting record For 
example, if a bmlding is purchased bj a businessman for $50 000, that 
amount is used in the accounting records The seller maj have held 
the building at $60,000 up to the time of sale, the bujer may have 
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planned to pay $40,000 for it; the building may have been assessed at 
$35,000; and another buyer may have offered the purchaser $75,000 
for it the day after he bought it. These values have no effect on the 
accounting records. The transaction price, $50,000, sets the value of 
the building in the accounting records of the purchaser. 

If the purchaser should decide that it is better for him to sell the 
building at $75,000 to the new buyer than to use it himself, then there 
is a new transaction that sets a new accounting value for the new buyer. 
The building may appear on the accounting records of the new buyer 
at $75,000 because that is the price he paid for it. 

Or, assume the purchase in 1935 of 1,000 shares of stock at $8 and 
the purchase in 1945 of 1,000 shares of the same stock at $42. On the 
accotmting summary of December 31, 1948, the 2,000 shares would be 
shown at the actual cost value of $50,000 ($8,000 +$42,000). It is true 
that the 2,000 shares could have been purchased in 1935 for $16,000 
and that they would have cost $84,000 if they were purchased in 1945; 
nevertheless, the amounts actually paid are the values used in the 
accounting records. 

It is only by recording the prices of the actual transactions of the 
owner that accounting records can have satisfactory stability. In this 
way a true record of his transactions and the effect of his transactions 
on his financial condition are obtained. 


RELATION OF Economics and accoimting treat of similar 

^CCOUNTTNG^ Subject matter. Both are concerned vith 

property and with human activities relating 
to the production, exchange, and consumption of this property. It is 
the point of view that differentiates one from the other. Economics 
treats of wealth in its relation to society, or the mass of owners. Ac- 
counting considers the interest of each owner or group of owners in 
wealth and the way in which each owner or group manages property. 
Economics considers the value of this property as a whole as belonging 
to society; accomiting attempts to measure the interest of each in- 
dividual in the same property. 

The economic organization of our present system of society is based 
largely on the private ownership of property. The property used in 
business operations is owned by individuals or groups of individuals 
who cany on business activities for gain or profit. 

Because of the individual point of view that characterizes account- 
ing, the amount that one person owes is considered to be property of 
the same amount in the records of the person to whom the debt is owed. 
Such amounts may be designated as payables and receivables respec- 
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ti\elj All the pajables m societj as a whole must exactly equal the 
receiv ables for w hatever is pa> able b> one is receivable m like amount 
by another From the point of view of economics and society receiv- 
ables are not wealth for they are offset by a like amount of payables 
From the point of view of accounting however the receivable of one 
business is the property of that business and therefore constitutes 
wealth in the calculation of the proprietorship of that business 

Economies treats of society as a whole of wealth m general, of the 
wants of people and of the satisfaction of those wants by the same 
people Accounting sets up individual units the property of each unit, 
the requirements of each unit and the productive accomplishments of 
each unit 


RELATION OF LAW, While accounting is most closely related to 

ENOfMEERING PliflLfC ^ 

ADMINISTRATION economics it has many points in common 

TO ACCOUNTING With law With engineering and with public 

administration ^Vhenever any of these fields have business relation- 
ships or operate in the field of business transactions accounting is 
involved 

In corporations law and accounting are closely related Corpora 
tion law and corporation accounting are essential studies of this 
dominant organization in business activity It is difficult to have a 
satisfactorv understanding of the corporation and its place in modem 
economic society without an appreciation of corporation accounting 
Both accounting and law treat of property and property rights 

Engineenng mvoh es costs of construction and costs of operation 
These costs arise m business transactions Engineenng is therefore 
related to general accounting and in particular to cost accounting 
Engineenng projects are earned out b\ many and vaned business 
transactions that need to be accounted for currently 

Public administration like business administration is concerned 
with transactions and their effect on properties and property rights 
Tb^ wp/i di uAy nacnagers urcaA bs 

accounted for if the quality of the citv administration is to be known 
Accounting can measure pubhc administration as well as business 
administration 


o”^AcSuNTANCY ^ ® devote his life to law or to 

medicine so he may devote it to accounting 
When he makes his life work the improvement of accounting service, 
he IS truly a professional man Such identification of human interest 
with accounting is known as the profession of accountancy 
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If the accountant serves as chief accountant or controller of a going 
business, he is sometimes said to be engaged in private accounting. 
In this case his services are rendered entirely to one business unit 
except insofar as he may belong to associations of accountants or 
controllers that seek to improve the practice of accountancy. There 
are a number of national organizations of private accountants that 
seek to raise the level of accounting service through periodic meetings 
and publications. 

When an accountant sets up his own office and accepts clients, he 
is said to be engaged in public accounting. Because of the importance 
of the work performed by the public accountant and because of the 
confidential relation he bears to his clients, it has long been regarded 
desirable to have some means by which the business public can judge 
his ability. To accomplish this, laws providing for the examination 
and the certification of public accountants have been passed in all the 
states of the Union. In each state there is a board of examiners that 
commonly gives a public examination twice a year to those who comply 
with the requirements mentioned below. Those who make a satis- 
factory grade on those examinations and who have met specified 
requirements in relation to experience are granted a certificate that 
gives them a right to the title of Certified P^ihlic Accountant. The 
accountant usually indicates this title by witing after his name the 
letters C.P.A. The state laws prohibit any one from calling himself a 
certified public accountant unless he has passed the examination and 
has been in public accounting practice for the period of time prescribed 
by the state. 

The qualifications required for the C.P.A. certificate differ in the 
various states. In most states the applicant must be a high-school 
graduate, or have equivalent education, and must have had three 
years' experience in accounting work. In New York, the leading 
C.P.A. state, the applicant must be a graduate of a collegiate school of 
business in addition to having the experience requirement. The nature 
of the experience differs among the states. Some states require that 
the experience all be acquired in the office of a public accountant, 
while other states accept accounting work in a private business in 
partial fulfillment. Reference must be made to the laws of each par- 
ticular state for details. 

PURPOSE OF The primary pm^pose of accounting is to 

ACCOUNTING provide information concerning property and 

the rights to property and to show how property and the rights to it 
have been affected by business operations. 
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The functions of accounting are 

(1) To record analyze and class fy financial activities 

(2) To summarize the results of these activites for each business enter 
prize 

Recording reduces to wnting the activities of a business In re 
cording onI> the financial activities should be included and their 
inclusion should be accomplished m the most effective manner Ac 
counting gives consideration to that manner of recording which in 
volves the least labor 

Analysis and classification surest orderly procedure Accounting 
seeks to arrange under predetermined classes the mass of events that 
occur daily in business In this way the records are more easily inter 
preted and understood Furthermore the records are justified only 
so far as they are useful to those who have need to use them Classifica 
tion then should be based on the experience of those businessmen 
who throughout the years have had occasion to determine action or 
base policies on such information 

The masses of data classified as mentioned above become more 
useful when summarized It is not the single business act but the sum 
of all the operations of a day a week a month or a vear that has the 
greatest significance It is the total of manv transactions properly 
classified that has the utility desired So accounting summarizes at 
interv als the operations and the effects of these operations on property 
and on riehts to property Some summaries must be made frequently 
others onl> occasionally For example it may be desirable to know 
dailv the summary of transactions affecting cash while it maj be 
necessarj to know only annually the summary of transactions affecting 
buildings 


trAiEMEHTS ^ pnncipal accounting sum 

manes the first lists the kinds and amounts 
of propel ty together with the ownership rights in this property the 
second reports the effects of the operations by the owners or their 
agents on the owners equity or nght in this property The first of 
these summaries is ki own as the balance sh^t it shows the property of 
the business together wuth the nghts of the creditors and of the 
proprietor in the property The second summary is known as the 
profit and loss statement it lists the income and the costs of operation 
for the period which result in an increase or a decrease m proprietor 
ship The balance sheet gives a picture of financial condition at a given 
moment the profit and loss statement covers the period between two 
balance sheets 



Ch. 1] MEANING AND PURPOSE OF ACCOUNTING 7 

From an accounting point of view, the life of any business enter- 
prise is a succession of balance sheets, usually prepared annually and 
tied together by profit and loss statements, each covering one year. 
When statements are prepared annually, the profit and loss statement 
covers the yeai' beginning with the previous balance sheet and ending 
with the date of the present balance sheet. If the life of a business 
enterprise is represented by a line starting at point X and moving 
toward the right, accounting statements may be diagrammed as 
follows; 


Balance Sheet 

X Dec. 31, 1949 


■> 

Balance Sheet 

Dec. 31, 1948 

Balance Sheet 

Dec. 31, 1947 


Balance Sheet 

Dec. 31. 1946 







Profit and Loss 
Statement 

Profit and Loss 
Statement 

Profit and Loss 
Statement 

Profit and Loss 
Statement 

for 1946 

for 1947 

for 1948 

for 1949 


PROPERTY AND The property owned by a business and used 

PROPERTY RIGHTS ^1^^ operation of that business is called 

assets. The right or interest of the proprietor in the assets of the 
business is called his proprietorship, capital, or net ivorth. If there are 
no claims against the assets, other than that of the proprietor, the 
relationship of the proprietor to the assets is e.xpressed by the follow- 
ing equation: 

Assets = Proprietorship 


For example, Frank Ford has $8,000 in cash that he decides to use 
in the operation of a gi'ocery store. His assets and his proprietorship 
are shown by the equation : 

Cash $8,000 =Frank Ford $8,000 

Ford paj’^s $4,500 for merchandise and $2,000 for store equipment. 
These purchases decrease his asset cash $6,500 but give him two new 
assets, merchandise and store equipment. The equation that shows 
the assets and the rights to the assets is: 
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Assets 

= Proprietorship 


Cash 

Merchandise 

Store Equipment 

$1,500 Frank Ford 

4,500 

2,000 

$8,000 


$8,000 

$8,000 


The nature of Ford’s property has changed as a result of his pur- 
chases, for now he has only $1,500 in cash, but he has merchandise and 
store equipment valued at $6,500 The two transactions given above 
change the nature of the assets but do not change the total value of the 
assets 

Many businessmen find that, in order to conduct their businesses 
satisfactorily, they need property in addition to that provided by 
their owTi proprietorship They can obtain the use of additional 
property in either of two ways (1) they can borrow money and use 
it to purchase assets or (2) they can purchase property on account, 
that is, they can procure the property by giving a promise to pay 
at some future date. 

Those from whom businessmen borrow or purchase on account are 
known as creditors The creditors of a business have a claim on the 
property of that business until the proprietor pays them in accordance 
with their agreement The nghts of the creditors in the assets of a 
business are known as the hahhues of the business 

If Ford, whose financial condition has just been illustrated, pur- 
chases $1,500 of merchandise from Carl Hay and promises to pay for it 
later, he increases the total of his assets $1,500 by the acquisition of the 
merchandise At the same time he grants a claim against his assets, 
for Carl Hay now has a nght to the amount of $1,500 in these assets; 
consequently, a liability of $1,500 is created by this purchase. These 
facts are showm by the following equation. 

Assets = Liabilities + Proprietorship 


Cash 

$1,500 Carl Hay 

$1,500 Frank Ford 

$8,000 

Merchandise 

6,000 

Store Equipment 

2,000 




$9,500 = 

$1,500 + 

$8,000 


As he w'ould use all his cash if he paid Hay for the total amount 
of the purchase, Ford decides to pay only $500 in cash on account. The 
following equation shows this $500 deo’ease in the assets and the 
liabilities: 
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Assets — Liabilities + Proprietorship 

Cash $1,000 Carl Hay $1,000 Frank Ford .. . $8,000 

Merchandise. . . . 6,000 

Store Equipment 2,000 


?9.000 = $1,000 + $8,000 


prop^r?e¥orship as a objective of the proprietor of a 

RESULT OF BUSINESS business is to increase his proprietorship by 
OPERATIONS earning a profit. This may be accomplished 

by selling commodities or services at a price above cost and by keeping 
the expenses of operating the business at an amount that is less than 
the difference between the sales price and the cost. For instance. Ford 
sells for $8,000 the merchandise that cost him $6,000. If his operating 
expenses are less than $2,000, which is the margin on sales, he has 
earned a profit. If his expenses exceed $2,000, he has incurred a loss. 

If Ford sells for $8,000 the merchandise that cost him $6,000 and 
has operating expenses amounting to $1,600, he has realized a profit of 
$400, This profit is shown in the equation by an increase of $400 in his 
assets and an increase of the same amount in his proprietorship. His 
liabilities are not affected by these transactions. 

After these transactions have been completed. Ford no longer ha 
merchandise valued at $6,000. Instead, he has additional cash o. 
$6,400, the amount he received for the merchandise ($8,000) less his 
operating expenses that he paid for in cash ($1,600). The total value 
of his property is now $9,400, which represents an increase of $400. 
Since the amount of his liability remains $1,000, his proprietorship is 
represented by the difference between the assets and the liabilities, or 
$8,400, which is an increase of $400. The equation is now as follows: 


Assets = Liabilities + Proprietorship 

Cash $7,400 Carl Hay.... $1,000 Frank Ford. .. .$8,400 


Store Equipment 2,000 


$9,400 = 


$ 1,000 + 


$8,400 


In the preceding example, if Ford had been unable to keep his 
operating expenses low enough to be absorbed by the margin between 
the cost of the merchandise and the sales price, he would have incurred 
a loss. For instance, if Ford had paid out in cash operating costs 
amounting to $2,500, both his assets and his proprietorship would have 
been reduced $500. In other words, the expenses of operating the 
business would have exhausted the $2,000 margin and Ford’s cash 
would have been $1,000— $2, 500 +$8,000, or $6,500, an increase of 
$5,500. His merchandise, however, would have decreased $6,000. 
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Since his propnetorship and his liabilities would ha\ e equaled his total 
as,sets his financial condition expressed in equation form would have 
been as follows 

Assets = Liabilities + Proprietorship 

Cash ^6 500 Carl Hay $1 000 Frank Ford $7 500 

Store Equ pment 2 000 

$8 500 - ?1 000 + $7 500 

It can be seen that if a businessman is to make a profit he must 
keep the operating expenses of his business doivn to an amount that 
IS lower than the margin between the cost of the merchandise and the 
sales price 

NEED FOR BUSINESS If the propnetor is to conduct his business 
RECORDS ^ manner that his propnetorship will 

be increased and if he is to make satisfactorj decisions with regard to 
future operations he must know the effect of his business transactions 
on his assets liabilities and propnetorship 

If he IS considenng the desirabiJitj of emplojing additional sales 
clerks he should consider the results obtained from the employment of 
his present clerks and should try to judge from this expenence what 
probable results will be obtained from employing additional clerks 
If he is considenng the purchase of additional equipment or additional 
store space he should gi\e careful attention to the results obtained 
from the present equipment and space If he thinks the additional 
clerks and store facilities will increase his sales and his propnetor 
ship he may decide to procure them 

If the proprietor is contemplating the purchase of additional 
property bj increasing his liabilities he must consider (1) whether his 
past expenence indicates that this property can be used profitably 
that IS whether it can be used so that it will result in an increase in 
propnetorship and (2) whether he wall be able to pay his creditors m 
accordance with the terms under which he can obtain the property 
from them Creditors wall usuallj accept only cash in payment of their 
claims If the propnetor in\ ests too much of his property m land 
buildings equipment and other assets of a similar nature he may be 
unable to obtain the cash needed to paj his creditors at the proper 
time He must have information that wall show him the amount of his 
liabilities and he must know whether he will have the cash to pav them 
when they are due 

There are persons other than the propnetor who are interested m 
the operations of the busmess and who are entitled to information 
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about these operations. If the proprietor wishes to borrow money 
from a bank, the officers of the bank may require him to give informa- 
tion that will enable them to judge his ability to repay the loan. This 
information will probably include the amounts and the natm’e of his 
assets and liabilities, the amounts of the profits earned in pre\dous 
years, and a detailed explanation of how the profits were earned. If 
the profits were earned in the regular operation of the business, a much 
better condition might be indicated than if they were unusual gains 
resulting from transactions that might not occur again. 

Creditors may also request similar information before they sell 
merchandise on account to a business. The government may require 
a statement showing the income of the business so that the income tax 
can be ascertained and assessed. 

Obviously, in controlling his business, the proprietor needs all the 
information that might be desired by anyone else; hence accounting 
records that meet the needs of the proprietor will ordinarily meet the 
needs of all others. The proprietor, however, frequently needs informa- 
tion about many details in which outsiders are not interested. Statistics 
showing the amounts of different expenses, the cost of selling certain 
kinds of merchandise, the ratio of retuimed goods to goods sold, and 
many similar tjq^es of information are important to the proprietor but 
are ordinarily not needed by others. In the following chapters atten- 
tion will be given primarily to the needs of the proprietor, but the needs 
of others will not be ignored. 


RECORDS FOR Records are often needed by those not en- 

gaged in business operations in the technical 
sense. For example, records ai'e used by 
professional men and by those who have retired from active participa- 
tion in business. The physician, the lawyer, and the accountant must 
maintain records to show at least (1) the amounts owed them by their 
clients so that they can take the necessary steps to procm-e collection 
and (2) the amount of income earned so that they can make their 
income tax returns to the government. Governmental units, such as 
cities and states, need information concerning past operations in 
planning their futui-e acti\dties. The same is true of lodges, clubs, and 
churches. Every individual or organization that uses property in the 
conduct of operations should maintain a record of this property and the 
effect of operations on the property. Emphasis \rill be placed primarily 
on the records needed by those carrying on commercial operations for 
profit, but much of this discussion will be applicable to the needs of all 
those requiring the serffices of accoimting records. 
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SPECIALIZED The accounting that has been referred to in 

ACCOUNTING FIELDS previous pages IS sometimes called “general” 
accounting It has to do with the recording of transactions for a 
business or other economic unit and the periodic preparation of state- 
ments from these records It provides accounting information for 
management for creditors for the government, and for any others who 
have use for such information 

In addition to “general” accounting a number of specialized 
accounting fields have developed especially during the past fifty years 
Among these specialized fields attention may be given briefly to the 
following 

Auditing and iniestigattons represent a field of accounting activity 
that reviews independently the “general ’ accounting Auditing is 
usually done by an independent accountant who examines records and 
reports and issues a statement of opinion regarding their accuracy, 
together with a report containing confidential advice to the manage- 
ment 

Cost accounting emphasizes accounting for costs particular!} manu- 
facturing costs It stresses costs of products and processes rather than 
the proprietorship of the enterprise as a whole 

Income tax accounting has been of great importance since the 
adoption of the Sixteenth Amendment to the Constitution in 1913 It 
invohes a knowledge of the latest decisions of income tax authorities 
and seeks to determine the correct amount of tax liability based on 
income As the amount to be raised by income taxes increases, the 
importance of this field of accounting grows 

Accounting systems stress the construction of accounting records for 
any particular enterprise or group of similar enterprises It seeks to 
make more efficient the mechanisms of recording and reporting in 
accounting for a specific business 

Budgetary accounting presents in account form the transactions 
planned for the coming penod and summarizes these transactions in 
accounting statements It deals with contemplated rather than actual 
transactions 

Goiernmental accounting specializes in the transactions of political 
units, such as states and mumcipalities It seeks to provide useful 
accounting information with regard to the business aspect of public ad- 
ministration 
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1. Name five different kinds of assets that each of the following uses: 
(a) a bank, (b) an airplane manufacturer, (c) a university student, (d) 
the head of a household, (e) a city hospital. 

(1) Which of these users of property requires the greatest amount? 

(2) Which requires the least? 

2. Edward Brown purchased a house for $8,000. (a) Under what condi- 
tions would this transaction not affect the amount of his property or of 
his proprietorship? (b) Under what condition would this transaction 
affect the amount of his property without affecting the amount of his 
proprietorship? (c) Could it affect his proprietorship? 

3. Before Edward Brown moved into the house that he had purchased, 
he received an offer of $10,000 in cash for it. He accepted the offer. How 
did this transaction affect the amount of (a) his property? (b) his pro- 
prietorship? 

4. Stanley Aircraft Company is a manufacturer of airplanes, (a) Describe 
three transactions that will not affect the total amount of its property or 
of its proprietorship, (b) Describe three transactions that will affect the 
amount of its property but not the amount of its proprietorship, (c) 
Describe three transactions that will affect the amount of its property 
and of its proprietorship. 

5. "Transactions are becoming more complicated because of sales and 
pajToll taxes.” Do you agree? Explain. 

6. "The life of an economic unit is determined by its business transactions; 
every living economic unit is a party to transactions.” Is this true? 
Explain. 

7. Carl Snow’s proprietorship on May 1 is shown by the first equation 
given below. On that day he performed the transactions indicated by 
the additions to and the subtractions from the assets, the liabilities, and 
the proprietorship. State the transaction that gave rise to each equation. 


Store 



Cash 

4- 

Merch.andise 

4^ 

Fixtures = 

Liabilities 

+ 

Proprietorship 


$3,000 

4" 

$4,000 

4- 

$1,500 = 

$1,500 

+ 

$7,000 

(a) 

+200 




-200 





$3,200 

4- 

$4,000 

4" 

$1,300 = 

$1,500 

+ 

$7,000 

(b) 



+1,000 



+1,000 




$3,200 

4~ 

$5,000 

4- 

$1,300 = 

$2,500 

+ 

$7,000 
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Store 



Cash + 

Merchandise 

+ 

Fixtures 

Liabilities 

+ 

Proprietorship 


$3 200 + 

$a000 

+ 

$1 300 

$2 500 

+ 

37 000 

(c) 

+1 200 
-100 

-800 





+300 


?4 300 + 

$4 200 

+ 

$1 300 

=> $2 500 

+ 

$7 300 

(d) 

1 000 




-1 000 




$3 300 + 

$4 200 

+ 

$1 300 

= $1 500 

+ 

$7 300 

(e> 

+600 

200 

500 





-100 


J3 700 + 

J3 7C0 

+ 

$1 300 

= $1 500 

+ 

$7 200 

(0 

100 






100 


53 600 + 

$3 700 

+ 

$l 300 

$1 500 

+ 

$7 100 


8 The propnetor«hip of the city of Early on May 1 is shown bj the first 
equation given below On that day the transactions indicated by the 
additions to and subtractions from the assets the liabilities and the 
propnetorship were performed State the transaction that gave rise to 
each equation 

Taxes 

Receiv 



Cash 

+ 

ABLE 

+ 

BLDG 

+ 

Land 

+ 

Equip 

LlAB 

+ 

Prop 


$12 000 

+ 

$ 9 000 

+ 

$‘>0 

000 

+ 

$ 

7 500 

+ 

$11 000 - $ 

9 500 

+ 

$a0 

000 

(a) 

+5 000 


oOOO 















117 000 

+ 

$ 4 000 

+ 

$20 

000 

+ 

$ 

7 500 

+ 

$11 000 - 

$ 

9 500 

+ 

$50 

000 

(b) 

+3 000 










-3 000 







$20 OOO 

+ 

$ 4 000 

+ 

$20 

000 

+ 

$ 

7 oOO 

+ 

$ 8 090 

$ 

9 500 

+ 

$50 

000 

(c) 

-6 500 












6 500 





$13 500 

+ 

$ 4 000 

+ 

$■>0 

000 

+ 

$ 

7 500 

+ 

$ 8 000 = 

= $ 

3 000 

+ 

$o0 

000 

(d) 

+ 13 000 




-10 

000 



1 030 






+2 

000 


$26 500 

+ 

$ 4 000 

+ 

$10 

000 

+ 

$ 

6 500 


$ 8 000 ° 

' $ 

3 000 

+ 

$52 

000 

(e) 



+7 000 












+7 

000 


$26 500 

+ 

$11 000 

+ 

$10 

000 

+ 

$ 

6a00 

+ 

$ BOOO 

$ 

3 000 

+ 

$^9 

000 

(0 

-11 000 
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$15 500 

+ 

$11 000 

+ 

$10 

OOO 

+ 

$ 

6 500 

+ 

$ 8 000 

$ 

3 000 

+ 

$48 

000 
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PROBLEMS 

1. Matthew Moore, a student, sold magazine subscriptions and Christmas 
cards during the summer vacation. Record the following in tabular form 
similar to that used in Question 7 in this chapter. The headings to be 
used are: 


Assets = Liabilities + Proprietorship 


Cash-f-Equip.-l-Auto = Century Publ. + Matthew Moore 

(a) Net worth at the beginning of summer consists of cash, $175; equip- 
ment (typewriter and desk), $100. 

(b) Received $600 cash in subscriptions, of which $450 is payable to the 
Century Publishing Company. 

(c) Received $1,000 cash in commissions on Christmas card sales. 

(d) Paid amount due Century Publishing Company in full. 

(e) Purchased for cash used car, $600. 

(f) Paid cash for room and board and other living expenses for the 
summer, $340. 

(g) Paid cash for miscellaneous expenses, $125. 

2. 0. C. Irwin prior to his father’s death had accumulated no assets. 
Record the following transactions for six months in tabular form similar 
to that used in Question 7 in this chapter. The headings to be used are: 

Assets = Liabilities + Proprietorship 


Cash-j-Securities+Auto+Home = N. A. Mtge. Co. -f 0. C. Irwin 

(a) Inherited $15,000 in cash. 

(b) Purchased securities for cash, $7,500. 

(c) Purchased a home for $15,000, ghing $5,000 cash and a mortgage 
payable to the N. A. Mortgage Company for $10,000. 

(d) Sold securities that cost $1,000 for $1,500 in cash. 

(e) Purchased an automobile for cash, $2,800. 

(f) Received cash for salary, $3,600 (increase proprietorship). 

(g) Paid cash to reduce the mortgage by $500 and for interest expense, 
$300 (reduce proprietorship). 

(h) Paid cash for Ihdng expenses, $3,000. 

(i) Received cash for dividend income on securities, $200. 

Mr. Irwin’s proprietorship during the six months increased $1,000 
because of: 

(1) Excess of salarj^ over living expenses and interest on the mortgage 
on his home. 

(2) Profit on sale of securities. 

(3) Income received as dividends on securities. 

Determine the individual amoimts that go to make up the $1,000 in- 
crease. 
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CHAPTER II 

THE BALANCE SHEET 


intelligent conduct of business 
activity, the proprietor must know at appro- 
priate intervals the financial condition of his enterprise and the changes 
in the financial condition that have taken place. It would be virtually 
impossible for him to obtain such information from a direct inspection 
of the accounting records. Since the accounting records must show the 
effect of each business transaction, they contain too much detail for a 
clear understanding of financial condition. 

The hundreds or thousands of business transactions performed by 
the business are summarized, and the effect of all of them is shown as a 
total. These periodic summaries prepared annually, quarterly, or 
monthly provide the proprietor and others with information about the 
financial condition of the business. 

These periodic statements shoving financial position were briefly 
described in the previous chapter. We shall now study the balance 
sheet, which shows the amounts and the nature of the proprietor's 
assets, liabilities, and proprietorship. 


FORM OF THE 
BALANCE SHEET 


A balance sheet is merely an elaboration of 
the equation: 


Assets = Liabilities -P Proprietorship 


The relation between this equation and the balance sheet can be 
shown by a simple illusti'ation. If Ray Dunn, a retail merchant, has 
assets worth $15,000 and liabilities amounting to $5,000, his financial 
condition maj'^ be expressed by the equation: 

Assets = Liabilities -p Proprietorship 
,$15,000 = $5,000 -P $10,000 

In preparing a balance sheet, it is customary to omit the equation 
sign and to show the assets at the left of double vertical lines and the 
rights of the creditors and the proprietor at the right of the lines. The 
balance sheet of Ray Dunn is, then, as follows: 

Assets $15,000 j| Liabilities $ 5,000 

|| Proprietorship 10,000 

Such a statement would not satisfy the needs of Dunn or others 
entitled to information about his business, for it does not show the 
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nature of his assets It does not show whether he has sufficient cash to 
meet his needs and his obligations or sufficient merchandise to satisfy 
the wants of his customers. Nor does it l^t the value of the store and 
delivery equipment he uses in rendering service to his customers. It 
does not indicate whether he owns the building in which his business 
is conducted or how much of his capital is invested in his various assets 
His balance sheet should show the amount he has invested in each 
land of asset. It should also show the nature of his obligations. 

An examination shows that the assets of Dunn’s business consist 
of the following, cash, $1,300; merchandise inventory, $4,000; store 
equipment, $2,000; office equipment, $1,000, building, $4,000; land, 
$2,000; store supplies, $500; and office supplies, $200. He owes $3,000 
on his note at the bank and he owes various suppliers $2,000 for goods 
he has purchased. His financial condition is more easily seen if these 
items are set up in vertical columns as illustrated below: 


Assets Liabiuties 


Cash 

$ 1,300 

Notes Payable 

$ 3,000 

Merchandise Inventory 

4,000 

Accounts Payable 

2,000 

Store Equipment 

2,000 



Office Equipment 

1,000 

Total Liabilities 

$ 5,000 

Building 

4,000 



Land 

2,000 

Proprietorship 


Store Supplies 

500 

Ray Dunn, Capital 

10,000 

Office Supplies 

200 





Total Liabilities and Pro- 


Total Assets 

$15,000 

prietorship 

$15,000 


■ 




Dunn completes two transactions before he engages actively in the 
sale of merchandise He purchases $500 worth of store equipment on 
account from the Post Eqmpment Company The result of this trans- 
action is (1) an increase in his asset Store Equipment and (2) an increase 
in his liabilities, since the Post Equipment Company now has a claim 
of $500 against the assets. The following changes are made in the 
balance sbjjet of Rny Dwww a, TCgjit 

Assets Liabilities 

Store Equipment +$500 || Accounts Payable +$500 

Dunn also purchases a delivery truck for $1,500. He pays $500 in 
cash and gives the dealer a note for the balance. The result of this 
transaction is: (1) a net increase in assets of $1,000, consisting of a 
delivery eqmpment increase of $1,500 and a cash decrease of $500; and 
(2) an increase in liabilities of $1,000. The following changes are made 
in the balance sheet as a result of this transaction: 
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Assets 


Liabilities 


Cash 

. . -$500 

Notes Payable 

+$1,000 

Delivery Equipment .... 

. . +1,500 

The balance sheet of Dunn now appears as follows: 


Assets 


Liabilities 


Cash 

. $ 800 

Notes Payable 

$ 4,000 

Merchandise Inventory. . 

4,000 

Accounts Payable 

2,500 

Delivery Equipment 

1 500 

Store Equipment 

2,500 

Total Liabilities 

$ 6,500 

Office Equipment 

1,000 


Building 

4,000 

Proprietorship 


Land 

2,000 

Ray Dunn, Capital 

10,000 

Store Supplies 

500 

Office Supplies 

200 





Total Liabilities and Pro- 


Total Assets 

. $16,500 

prietorship 

$16,500 


CLASSIFICATION AND jn dealing with a large number of asset items 

BALANC^^HEET ASSETS ^ balance sheet, it is helpful to have them 

grouped in significant classes. The classifica- 
tion commonly used for assets consists of (1) cmrent assets, (2) fixed 
assets, and (3) deferred charges to expense. Balance sheet assets will 
be described briefly below under these three classifications. 

1. Currenf Assets. Assets in the form of cash or assets that may reason- 
ably be expected to be converted into cash in the near future by the 
regular operations of the business are called current assets. These assets 
are listed in the order of their liquidity, that is, in the order in which 
they will probably be converted into cash. Cun’ent assets most com- 
monly include Cash, Notes Receivable, Accounts Receivable, and 
Merchandise Inventory. 

Cash. Cash includes cuirency, checks, bank drafts, and money 
orders. Any medium of exchange that a bank will accept at face value 
on deposit may usually be shown on the balance sheet as cash. The 
cash that a business uses in its operations may be partly in its cash 
drawer and pai'tly on deposit at the bank. 

Notes Receivable. A note receivable is a promissory note received 
from a debtor. A promissory note is a VTitten promise to pay a certain 
sum in money at a definite time to the order of a specified person or to 
the bearer. This note may be transferred by the business to some other 
person, or it maj'' be sold to the bank for cash. It represents a type 
of asset very readily convertible into cash. 
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Accounts Receiiable An account receivable is a claim not based on 
a note against a certain person or other concern Usually an account 
receivable arises from the sale of merchandise on account The granting 
of credit for goods sold results not m an increase m cash but m an 
asset called Accounts Receivable on the sellers accounting records 
Merchandise Inventory Merchandise consists of goods purchased 
or produced for sale Food offered for sale in a grocery store and 
clothing produced for sale in a clothing factory are examples of mer- 
chandise The merchandise on hand at any specific time is referred to 
as the merchandise inientory The inventory is usually determined 
b> a physical count of the merchandise on hand Such a count of 
merchandise is known as a physical mientory 

The value of the m\entory is ascertained by valuing each item at 
the cost price or the cost to replace whichever is the lower For 
example 100 units of merchandise that had cost $5 50 a unit are on 
hand at the end of a fiscal period The same merchandise can now be 
purchased for $4 75 a unit The inventory should show this item at 
$475 the present market price which is lower than the original cost 
On the other hand if 100 units of another item that cost $5 50 a unit 
are on hand and the market pnce has gone up to $6 a unit that item 
should be valued at $550 the original cost pnce which is lower than 
the present market pnce These items set up m tabular form are 
Cost Market Inventory 
100 Item A 50 $4 76 |476 00 

100 Item B 5 50 6 00 550 00 

Prepaid Expenses Prepaid expenses such as store supplies and 
prepaid insurance are often classified as current assets but in this 
book they are classified under a separate heading Deferred Charges 
to Expense discussed on the following page 

2 Fixed i4sse/5 Assets that arc of a permanent or fixed nature and 
that are not to be sold or converted into cash so long as they serve the 
needs of the business are called fir d assets It is expected that these 
assets will be worn out in the opeiation of the business although they 
may be sold when they no longer serve the purpose for which they 
were purchased 

The order of fixed asset items Tvithm the classification is not uniform 
in practice In some cases the most permanent of these are listed first 
m the fixed assets section at other times the least fixed are reported 
first In this book those assets with the shortest life will be shown first 
Delnery Eqiiipment Delivery equipment includes trucks and other 
equipment used in delivering goods to customers 
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Stove EquipTnent. Store equipment includes such permanent assets 
as counters, showcases, window decorations, and any other items of 
furniture used directly in selling the goods. Like delivery equipment, 
this equipment may be sold when it no longer serves the purpose of 
the business. 

Office Equipment. Office equipment includes such assets as desks, 
typewriters, adding machines, and other items not used directly in 
selling the goods but needed for the general operation of the business. 

Building. A building owned by a business may be used as a factory, 
a warehouse, a store, or an office. When a building is not owned by the 
proprietor, it is rented or leased from the owner. In that case the value 
of the building does not appear on the balance sheet of the business 
because the building is not property of the enteiTirise. 

Land. The value of the land on which the building is located is 
usually shown as a separate item on the balance sheet. Although a 
building may no longer be valuable because of its age or its condition, 
the land still remains. Because of this difference, it is desirable to show 
the land value separately. 

3. Deferred Charges to Expense. Assets that are purchased for use in 
the business and that will be consumed in the near future are called 
deferred charges to expense. For the sake of brevity, they are frequently 
referred to as deferred charges. 

Store Supplies. Store supplies include paper, twine, and similar 
items used in selling. They are consumed in the operation of the 
business and are considered as assets until they are consumed. The 
amount of such supplies on hand must be ascertained at the time each 
balance sheet is prepared. 

Office Supplies. Office supplies include stationery, stamps, and 
similar items not used in selling but needed for the general operation 
of the business. Like store supplies, the amount on hand must be 
ascertained at the time that each balance sheet is prepared. 

Prepaid Insurance. Insurance premiums are paid in advance and 
may cover from one to five years. The greater part of the premium, 
then, for some considerable time is an asset. Included are such types 
of insurance as fire, theft, compensation, and liability insurance. 

The specific asset items listed and described above under the three- 
fold classification constitute those most frequently found on balance 
sheets. In addition to these there are others, such as interest receivable 
on notes, investments, machineiy, tools, goodwill, and patents. An 
explanation of such assets will be given in later chapters. 
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CLASSIFICATION AND The number of liability items on the balance 
BALANCE^HEET ^ usually less than the number of asset 

LIABILITIES items but IS sufficiently large to justify classi- 

fication The classification commonlj used for liabilities is similar to 
that used for assets It consists of (1) current liabilities, (2) fixed 
liabilities, and (3) deferred credits to income 

1 CuTTent Liabilities Liabilities that will be due within a short time 
are called current hahihltes For example, a merchant purchases mer- 
chandise on account uith the agreement that he will pay for it within 
30 60, or 90 dajs This transaction results m a current liability 
The rule usually followed is that if the liability item comes due withm 
one j ear after the balance sheet date it is a current liability 

\ otes Payable A note pajable is a promissory note given by the 
business to some one to whom it owes money The business may give 
a note to a creditor from whom it has purchased merchandise or to a 
bank from which it borrows mone> 

Accounts Payable An account pa>able is a financial obligation 
for which a note has not been gi\ en Usually an account pa j able arises 
from a purchase on account A purchase m which the bu>er gives his 
promise to pa> at some future time for the goods he receives results m a 
liabiUtj called Accounts Pa>able on his accounting records 

Accrued Liabthlies Amounts owed to the government on taxes, 
to emplojees on wages, or to creditors on interest are called accrued 
liabilities until they are paid m cash WTien income tax rates are high, 
Taxes Payable is often the largest single current Lability item on a 
corporation balance sheet More complete explanations of accrued 
liabilities will be gi\ en in later chapters 

Unearned Collections Ckillections received m advance of delivery of 
goods or performance of semces for which goods or sernces mil have 
to be given in the next fiscal period are often classified as current 
liabilities In this book, however, they are classified under a separate 
heading ’‘‘Deferred Credits to Income, discussed on the opposite page 

2 Fixed Liabilities Liabibties that will not be due for a comparatively 
long time after they are contracted are called fixed habihhes Such 
liabibties usually arise in the purchase of fixed assets A comparison 
of the fixed assets total with the fixed liabilities total shows the extent 
of borrowmg in connection with such fixed assets 

As a liability that is to be paid within one >ear after it is incurred 
IS a current liability, it follows that a habilitj not pajable so soon is a 
fixed liability A fixed liability that is due in the current year and that 
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is to bo paid rather than to be renewed should be moved into the 
current liabilities gi'oup. In the interest of complete information, the 
date of the maturity of the specific obligation should be shown on the 
balance sheet. 

Mortgage Payable. A mortgage payable represents a debt owed by a 
business for which the creditor possesses a secured claim through a 
mortgage on some particular asset. If the amount owed is not paid by 
the debtor, this secured claim gives the creditor the right to bring 
court action that may result in the sale of the asset to satisfy the claim. 

Bonds Payable. Long-term obligations of corporations are com- 
monly evidenced by formal papers known as bonds. Bonds may be 
secured by mortgages on fixed assets as described in the previous 
paragi’aph or may be based on the general credit standing of the coi-po- 
ration. In any case, they represent a debt to be paid more than one 
year hence and are therefore included under fixed liabilities. 

3. Deferred Credits to Income. If a business is paid in advance for a 
service, the unearned portion of the payment is a deferred credit to 
income. For example, when an insui-ance company receives in one 
fiscal period a payment for insurance that extends over a futiu’e fiscal 
period, the unearned portion of the premium is a deferred credit to 
income that may be listed on the balance sheet under the title “Un- 
earned Premium Income.” 


DEFCNITION AND 
ILLUSTRATION OF 
BALANCE SHEET 
PROPRIETORSHIP 


Proprietorship is the interest of the owner in 
the assets of the business. If a business has 
no liabilities, the proprietorship is equal to 


the total of the assets; otherwise, it is the difference between the assets 


and the liabilities. 


Proprietorship, capital, and net worth are sjmonymous terms. All of 
these terms are used by businessmen and accountants. The fir.st two 
are, perhaps, more accurate terms than the third, since the tern "net 
worth” may seem to imply that accounting values are all based on 
present market values. As was stated in Chapter I, accounting values 
are determined by the prices agi-eed upon in the recorded ti’ansactions. 
These may be above or below the present market prices. 

Sometimes the proprietoi’ship is vested in two or more persons. 
Then the business is knovm as a partnership or a corporation according 
to the methods of ownership. The capital interests of partners in a 
pai-tnership are showm separately on the balance sheet. The sum of the 
interests of the various partners represents the proprietorship of the 
paiffnership. The interest of each stockholder in a coi-poration is not 
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shown on the balance sheet The interest of the stockholders as a 
group is shown in two amounts, the original investment and the 
accumulated earnings or losses of the corporation since the beginning 
of operations. 

The manner of reporting the different types of ownership interest 
on the balance sheet is illustrated below. These illustrations indicate 
the personal emphasis m the sole proprietorship and the partnership 
and the impersonal emphasis in the corporation. 

Sole Proprictorship 


W. L Paul, Capital . . , . . 

$ 6,500 

Partnership 

Garner Beckett, Capital 

.. $ 12,300 

William Clary, Capital 

13,100 

Total Capital 

. . $ 25,400 

Corporation 

Capital Stock 

$100,000 

Surplus 

35,100 

Total Capital 

$185,100 

In the sole proprietorship and the partnership the interests of the 


owners are designated by the names of the owners. In the corporation 
the stockholders’ interests are represented by the sxun of the capital 
stock and the surplus items The nature of partnerships and corpora- 
tions will be considered in later chapters. 

It is helpful to report the changes that have occurred in a sole 
proprietorship since the previous balance sheet was prepared. This 
practice gives a more complete report of financial condition by showing 
the additions through profits and additional investments and the 
subtractions through losses or withdrawals. This more complete 
statement of propnetorship is shown below: 


Robert Lee, Capital, January 2, 1948 $10,000 

Additional Investment, July 1, 1948 . 2,000 


Total Investment . $12,000 

Net Profit m 1948 . . . $4,000 

Less Withdrawals in 1948 . 2,400 1,600 


Robert Lee, Capital, December 31, 1948 $13,600 


If Robert Lee had withdrawn $4,800 in 1948, the difference between 
$4,800 and $4,000 would have b^u subtracted from his total invest- 
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ment, leaving only $11,200 as his capital on December SI. This 
condition is shown below: 


Robert Lee, Capital, January 2, 1948 $10,000 

Additional Investment, July 1, 1948 2,000 


Total Investment $12,000 

Net Profit in 1948 $4,000 

Less Withdrawals in 1948 4,800 800 


Robert Lee, Capital, December 31, 1948 $11,200 


It is important for the proprietor to know whether his withdrawals 
from the business have exceeded his earnings. If such excess with- 
drawals occurred sufficiently often, his proprietorship would eventually 
disappear. 

If Robert Lee had suffered a loss in 1948, the amount of the loss 
would be added to the withdrawals and the sum of these items would 
be subtracted from his total investment. 


HEADING OF THE A balance sheet is prepared to show the 

BALANCE SHEET financial condition of the business on a 

specific date. The name of the business for which the balance sheet is 
prepared and the day for which the report shows the financial condition 
are customarily used in the heading or title. The date used is that of 
the business day that has just closed. A balance sheet prepared at the 
close of the calendar year 1948 would be dated December 31, 1948. 
Such a heading is usually written in three lines. The first contains the 
name of the business; the second, the name of the statement, "Balance 
Sheet”; and the third, the date of the statement. 


STANDARD FORMS OF 
THE BALANCE SHEET 


The balance sheet of James Hiatt, prepared 
in the form customarily used, is shown on 
pages 28 and 29. This form is known as the account form. Sometimes 
the balance sheet is prepared in a form known as the report form. This 
form is illustrated in Chapter V. 

In the account form the accounting equation is set up as follows: 

Assets = Liabilities + Proprietorship 
Balance Sheet 


Assets 


Liabilities 


Proprietorship 


$ 100,000 


$ 40,000 
60,000 
$ 100,000 
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ciation, and maintenance, shows this total to be considerably under 
the rent he has been paying. He uses $10,000 of his own cash and 
borrows $5,000 on a five-year note to pay for the property. It is 
estimated that $3,000 of the pm*chase price applies to the land, leav- 
ing $12,000 as the cost of the building. 

At the end of the second year Mr. Calvin prepares a balance sheet 
and a profit and loss statement for Mr. Hiatt. The balance sheet is 
illustrated on pages 28 and 29 and is analyzed below; the profit and 
loss statement is described at the end of Chapter III. 


BALANCE SHEET The balance sheet of James Hiatt is known 

AN/fLYZ^D*^ ^ ^ balance sheet, since assets and 

liabilities are listed under the headings 
current, fixed, and deferred. It is also called the account form, since 
assets are on the left and liabilities and proprietorship are on the right. 
The proprietorship section shows income and withdrawals since the 
last balance sheet. 

The analysis of a balance sheet provides much useful information, 
primarily by calculating the ratios existing between the different 
classes of assets and liabilities. For example, the current ratio (current 
assets -f- current liabilities) is one very commonly quoted and is 
one of the most useful. The balance sheet ratios providing such useful 
information are; 


(1) Current ratio, 

(2) Fixed ratio. 

(3) Owner’s equity ratio. 

(4) Creditor’s equity ratio. 

(5) Earnings on capital ratio. 


The current ratio for Hiatt Home Appliances is current assets, 
$29,500, divided by current liabilities, $15,000, or 1.97 to 1. Current 
liabilities commonly call for payment in cash, most of which is realized 
from cuiTent assets, such as receivables and merchandise. A margin 
of safety should be provided for any shrinkage that might take place 
in the conversion of such assets into cash. The ratio of 1.97 to 1 
would permit an almost 50 per cent shi’inkage in such a conversion 
into cash. 

The difference between current assets and current liabilities is 
called working capital. Mr. Hiatt’s working capital is $29,500 — 
$15,000, or $14,500. Working capital shows in dollars the amount 
available for current use in the operation of a business. 

The fixed ratio for Mr. Hiatt is fixed assets, $48,000, divided by 
fixed liabilities, $5,000, or 9.6 to 1. While this figure has some general 
significance, it is not so important in Mr. Hiatt’s business, since his 
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Balance Sheet— 


fixed liability is secured by a mortgage on his building and land This 
ratio at the time the loan was made nas $15,000. the cost of the prop- 
erty - the mortgage note, $5 000, or 3 to 1 

n ® equity ratio is the ratio of proprietorship to total assets 

Hiatt’s proprietorship, $60,000, by his total assets 
$80,000, one finds that the owner’s equity is 75 per cent Conversely, 
the creditor s equity ratio is the ratio of total liabilities to total assets 
By (hiding total habilities, $20,000, by total assets, $80,000, one 
finds that the creditor’s eqmty is 25 per cent 
1 'f earnings on capital, provision should be made for the 
value of the proprietor’s services to the business If it is assumed that 
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Account Form 

Mr. Hiatt’s services are worth $4,500 a year, the earning on capital 
would be net profit, $10,000, less $4,500, or $5,500, divided by begin- 
ning capital, $55,000, or 10 per cent. If the proprietor’s services were 
ignored, the earning on capital would be $10,000 divided by $55,000, 
or 18 per cent. 

In a later chapter the method of analyzing and interpreting the 
items on the balance sheet vill be discussed in detail. The present pur- 
pose is only to emphasize the importance of such an interpretation and 
to show why balance sheet items are classified into current, fixed, 
and deferred groups and why the order of groups of items is so ar- 
ranged. 
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QUESTIONS 

1. R L Hall, a retail grocer, has the following items in his cash drawer 
on June 30 postage stamps, $15, a postal money order for $20, a check 
from E H Witt, dated July 10, for $60, a check for $100 from A C. 
Wagner, which is dated June 29 and has not yet been presented to the 
bank for collection, a cheek for $40 from T J Johnson, which is dated 
June 20 and has been returned from the bank marked "Not Sufficient 
Funds ’, currency, $25. Which of these items can be included under the 
heading of "Cash" on Hall’s balance sheet of June 30’ 

2 One transaction was completed before each of the following balance 
sheets was prepared (The balance sheet headings and classifications of 
assets and liabilities have been omitted to conserve space ) Explain the 
nature of each transaction 


Cash $ 4.000 

Merchandise Inventorj 4,000 


$ 8,000 

Cash $ 4 000 

^lerchandise Inventory 4,000 

Store Equipment 3,000 

$11,000 

Cash $ 6,000 

Merchandise Inventory 4,000 

Store Equipment 3,000 

$13 000 

Cash $ 5,000 

Merchandise Inventory 4 000 

Delivery Equipment 1,000 

Store Equipment 3 000 


$13,000 

Cash 3 3,000 

Merchandise Inventory 4 000 

Delivery Equipment 1,000 

Store Equipment 3,000 


$11,000 


Arthur Sells, Capital $ 8,000 

$ 8,000 

Brown Equipment Co $ 8,000 
Arthur Sells, Capital 8,000 

$11,000 

Brown Equipment Co $ 3,000 

Arthur Sells, Capital 10,000 

$13,000 

Brown Equipment Co $ 3,000 

Arthur Sells, Capital 10,000 


$13,000 


Brown Equipment Co $ 1,000 
Arthur Sells, Capital 10,000 


$ 11,000 


3. How would each of the following be shown on a balance sheet" 
furniture held for sale by a furniture company, furniture owned by a 
retail drygoods store, stationery on the counters of a drug store, stationery 
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owned by a gi’ocery store; stamps in a lawj^er’s office; an automobile 
used by a gi’ocery store to deliver merchandise; automobiles in the show- 
rooms of an automobile sales company? 

4. The following balance sheet properly differs from the one on pages 
28 and 29 in that it uses dollar signs because it is not written on ruled 
paper. It incorrectly differs from the illusti’ation in nine other details. 
Make a list of these errors. 


Balance Sheet 
A. B. CASE 


Assets LiAsmiTiEs 


Current Assets: 


Current Liabilities: 


Cash 

$ 500 

Notes Payable 

. $1,000 

Accounts Receivable 

4,000 

Accounts Payable 

3,500 

Building 

3,600 

Mortgage Payable 

3,000 

Purchases 

3,000 





Total Current Liab.. 


Total Current Assets 

$11,000 



Fixed Assets: 


Proprietorship 

Furniture and Fixtures 

$1,500 



Land 

2,000 

A. B. Case, Capital 

$6,000 



Sales 

2,450 

Total Fixed Assets. ... 

3,500 





Total Proprietorship . . . . 


Total Current and Fixed 




Assets 

$14,500 



Deferred Charges: 




Store Supplies 

$ 150 



Office Supplies 

300 




Total Deferred Charges. 450 

TotalAssets $14,950 Total Liabilities & Prop. . . $14,950 


5. The manager of the Ford Shoe Company mshes to borrow from the 
bank $1,500 with which to bu 3 ^ additional store fixtimes. He presents to 
the banker a balance sheet showing that the cuirent assets of the company 
are: cash, $4,000; accounts receivable, $10,000; merchandise inventorj^ 
$10,500. The cimrent liabilities consist of accounts paj'-able of $6,500. 
The banker contends that the balance sheet does not show a satisfactory 
condition, because the business must alwaj'^s carry in stock about $10,000 
worth of merchandise in order to take care of its customers, and because 
it usually has accounts receivable of about $10,000. Under these circum- 
stances the banker believes that the business maj’- not be able to paj^ all 
its accounts payable. Considering only the preceding facts, do you believe 
that the companj’’ is entitled to a loan? 
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6 Some bankers require that businesses borrowing money from them 
have current assets worth at least twice as much as the current 
liabilities Suggest reasons for this requirement 

7 John Anderson’s proprietorship increased $5,000 during the past 
fiscal year What was the profit or loss if 

(a) No additional investments or withdrawals were made’ 

(b) Only additional investments of $1,000 were made’ 

(c) Only additional investments of $2,000 were made’ 

(d) Only withdrawals of $1,000 were made’ 

(e) Additional investments of $2,000 and withdrawals of $1,000 were 
made’ 

(f) Capital additions of $2,000 and wathdrawals of $4,000 were made’ 

8 (a) Could the government of the state of Ohio have a balance sheet’ 
(b) If it could, which of the following items would be reported on the 
balance sheet school buildings, cash received from taxpayers, furniture 
in the governor's office, state highways, forests and waterfalls belonging 
to the state, accounts (taxes) receivable (c) How would such items be 
classified on the balance sheet’ 

9 The followng items are taken from the balance sheet of Robert 
Baird. 


Accounts Payable $ S,000 

Accounts Receivable 3,000 

Cash 1 000 

Deferred Charges 2,000 

Merchandise Inventory 8,000 

Mortgage Pajable 3,000 

Notes Payable 1,000 

Office Equipment 2 000 

Store Equipment 4,000 

Robert Baird. Capital 13,000 


Calculate the following (a) fixed asset ratio (ratio of fixed assets to 
fixed liabilities), (b) current ratio, (c) working capital, (d) creditors’ 
equitj , (e) owner s equitj 

10 Which of the following questions may be answered “yes”, which, 
“no”’ 

(a) Does the current ratio involve the same balance sheet figures as the 
working capital’ 

(b) Is the current ratio the difference between current assets and work- 
ing capital’ 

(c) Is the creditors’ equity the difference between total assets and total 
liabilities’ 

(d) Is the ratio of proprietorship to total assets the current ratio’ 

(e) Does the ratio of fixed assets to fixed liabilities show the mortgage 
creditor’s secunty? 
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PROBLEMS 

1. Show, by the use of simple balance sheets without headings or classificar 
tions of assets and liabilities (similar to those used in Question 2 of this 
chapter), the effect of the follownng transactions. Prepare a new balance 
sheet after each transaction. 

(a) H. A. Miller had investments as follows: Cash, $5,000: Building, 

$ 20 , 000 . 

(b) Sold the building for $19,000 cash. 

(c) Purchased an apartment house for $58,000, giving $22,000 cash and 
a mortgage payable for the balance. 

(d) Collected cash for rents, $6,000. 

(e) Paid cash for operating expenses, $2,500, and to reduce the mortgage, 
$1,500. 

2. On December 31, 1949, the end of one year, the assets and the lia- 
bilities of Robert Risk are as follows: 


Accounts Payable $ 6,000 

Accounts Receivable. . . . 20,000 

Building 18,000 

Cash 5,000 

Land 4,500 

Merchandise Inventory. . . . 7,000 

Mortgage Payable 4,000 

Notes Payable 2,000 

Prepaid Insurance 1,500 

Store Equipment 8,500 

Store Supplies 500 


At the beginning of the fiscal period on January 1, Robert Risk’s 
capital had been $45,000. He made withdrawals of $1,000 each month. 
The business showed a net income for the year of $15,000. 

Inslnictions: (1) Prepare a balance sheet in account form showing Robert 
Risk’s financial condition on December 31, 1949, in accordance with the 
illustration on pages 28 and 29. 

(2) Compute the following: 

(a) Current ratio. 

(b) Fixed ratio. 

(c) Owner’s equity. 

(d) Creditors’ equity. 

(e) Earning on capital (assume Mr. Risk’s ser^dces are worth $12,000 
a year). 

(3) What is the working capital? 

3. Ben Gray invested the followdng assets in a retail camera shop: cash, 
$10,000; merchandise inventor 3 % $4,000. He planned to open the store 
on August 1, 1949, but prior to that time the following transactions took 
place: 

(a) Purchased a building for $20,000, pajdng $5,000 in cash and giwng 
a mortgage for the balance. 
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(b) Purchased merchandise, $5,000, paj'ing $2,000 in cash and the balance 
On account 

(c) Purchased store equipment $2 500, paying 50 per cent in cash and 
giving a note payable for the balance 

(d) Paid cash for insurance, $300 

Instructions (1) Prepare a tabulation of the foregoing transactions in 
an equation form similar to that used in Question 7, page 13 You will need 
the following headings Assets — Cash Merchandise Inventory, Store Equip 
ment Building, Prepaid Insurance Liabilities — Notes Payable, Accounts 
Payable Mortgage Payable Proprietorship — Ben Gray 

(2) Prepare a classified balance sheet in account form as of July 31 1949 

4 On June 30 1949 the end of a fiscal year, the assets and the habihties 
of Milton Bren are as follows 


Accounts Payable 

$ 2 000 

Accounts Receivable 

5 000 

Buildings 

10 000 

Cash 

1 000 

Land 

1 500 

Merchandise Inventory 

4 000 

Mortgage Payable 

5 000 

Furniture and Fixtures 

3 500 

Supplies 

3 000 


At the beginning of the fiscal year Mr Bren’s capital had been $16 000 
During the year he invested $2 100 cash m the business and made tveekly 
withdrawals of $50 As a result of operations for the year, the business 
showed a net profit of $5 500 

Instructions (1) Prepare a classified balance sheet in account form as of 
June 30 1949 

(2) Compute the following 

(a) Current ratio 

(b) Fixed ratio 

(c) Owners equity 

(d) Creditors equity 

(e) Earnings on capital (assume Mr Bren’s services are worth $75 
a Week) 

(3) tt'Tiat IS the working capitaP 



CHAPTER III 

THE PROFIT AMD LOSS STATEMENT 


A proprietor of a business hopes to operate 

PROFIT AND LOSS • . i, i -n • , . 

STATEMENT in such a way that he will increase his pro- 

prietorship. His accounting records should 
proride the information that will aid him in accomplishing this purpose. 
The amount of profit or loss incuired during a given period is the most 
important single fact of the period. 


Each balance sheet shows the proprietor the amount of his pro- 
prietorship at the date of the balance sheet. By comparing the amount 
of his proprietorship as shoum by balance sheets prepared on successive 
dates, he can ascertain whether his proprietorship is increasing or 
decreasing, as well as the amount of the increase or the decrease; but 
he cannot determine the cause of the increase or the decrease. 


The balance sheet of James Hiatt, illustrated on pages 28 and 29, 
showed his proprietorship on December 31, 1949, to be $60,000. One 
year before, his balance sheet showed his proprietorship to be $55,000. 
His profit for the year was $10,000 but he withdrew $5,000. The net 
increase in proprietorship was therefore $5,000 during the year. If he 
had withdrawn $12,000 and had made the same net profit, his pro- 
prietorship would have been decreased $2,000. The amount of profit 
measui'es the increase in proprietorship unless there have been with- 
drawals or additional investments diuing the period. 

The proprietor needs to Icnow at frequent inteiwals the amount and 
the causes of his profit or loss in order that he may plan his futiue 
operations so as to increase his profit or to eliminate his loss. In a 
mercantile business, profit or loss results from the buying and selling 
of commodities. The proprietor needs a report showing the amount of 
his sales, the cost of procuiing and selling the goods, and the difference, 
which is the profit or the loss. The statement that gives this informa- 
tion is knovm as the profit and loss statement. Other names given to 
this statement include mcome statement, operating statement, income 
account, and income simmary. 

The profit and loss statement is prepared at the same time as the 
balance sheet and shows the results of operation for the period since 
the last balance sheet. The period covered by a profit and loss state- 
ment is known as a fiscal period. 
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FORM OF THE A profit and loss statement showing the 

PROFIT AND LOSS results of the purchase and the sale of a 

STATEMENT property is the simplest to 

explain, since it involves very few transactions For example, if 
Robert King purchases a house and lot for $10,000 and immediately 
sells them for $12,000, he can show the effect of the two transactions 
by the following statement 

Sale Price of House and Lot $12,000 

Cost of House and Lot 

Profit ^ 2 

If he paid a real-estate agent a commission of $600 for selling the 
house and lot, his profit would be shown in the following manner. 


Sale Price of House and Lot 

$12,000 

Cost of House and Lot 

10,000 

Gross Profit 

$ 2 000 

Commission 

600 

Net Profit 

$ 1,400 


In this summary only three transactions are involved* (1) the 
purchase of the property, (2) the sale of the property; and (3) the 
payment of the commission But in the average business there may be 
many purchases hundreds or even thousands of sales, and a vanety of 
expenses that are necessary in the making of the sales It is not prac- 
ticable for a business to determine the gross and the net profit on each 
sale Moreover, information about the ej^ct profit on each sale is 
usually not needed The needs of the businessman are served satis- 
factonly if he knows the net results of his operations at the end of the 
fiscal period The profit and loss statement gives him a summary of his 
operations during each period in terms of income and expense 

If Ray Folks, during the month of December, purchases mer- 
chandise for $8 000 and sells it for $10,000, he makes a gross profit of 
$2,000 If he consumes commodities and services that cost $1,600, his 
net profit is $400 Commodities and services, such as store and office 
supplies, store space, heat, and light, when consumed in the operation 
of a business, are know n as expenses Folks’s profit and loss statement 
for the month of December would be as follows. 


Sales 

Cost of Goods Sold 


$10,000 
8 000 


Gross Profit 
Expenses 

Net Profit 


$ 2,000 
1,600 


$ 400 
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PERKED customary to determine in advance the 

length of the accounting period to be covered 
by the profit and loss statement. The period commonly chosen is a 
month because businessmen need information about the results of 
their operations at frequent intervals. Other periods are a quarter 
year, a half year, and a year. A business that makes monthly reports 
may also make quarterly, semiannual, and annual reports. Businesses 
almost invariably make annual reports because the year represents a 
recurring cycle of business activities. To be imderstood rightly, items 
and amounts appearing on the profit and loss statement must be 
considered in the light of the period covered by the statement. 


Some transactions come ■within the limits of the accounting period 
and have effects pertaining to that period only; other transactions are 
carried over from previous periods or may continue into future periods. 
For example, the payment of a premium on a three-year insurance 
policy amounting to $72 results in an expense of $2 a month; this 
transaction continues into 35 future monthly periods. Office supplies 
left over at the beginning of a period from transactions of the pre%fious 
period represent another type of carry-over. In these two cases and 
in all others the amounts shown on the profit and loss statement must 
conform to the length of the accoimting period. Thus on a profit and 
loss statement for the month of May, sales, purchases, cost of goods 
sold, rent, and all other items must apply to that month alone; none 
may apply to April, which has passed, or to Jime, which is to come. 

Ordinarily the number of units sold in a given accounting period 
does not correspond to the number of units purchased in that period. 
A portion of the piuchases of the previous period is included in the 
sales of the current period. Like'wise, a portion of the purchases of the 
current period may still be on hand at the end of the period and hence 
should not be included in the sales of the current period. It is necessary, 
therefore, in determining the cost of goods sold, to take into considera- 
tion the lag between purchases and sales. 


DEFINITION OF ITEMS The items shown on the profit and loss state- 

ment of James Hiatt, page 42, are those that 
are commonly included in the simple form of 
that statement. A discussion of each follows: 


Sales. In a mercantile business the sales are the total amount 
customers have paid or have agreed to pay for the merchandise sold 
them. Various other tj'pes of businesses make sales of numerous com- 
modities and services that are designated by different terms. For 
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example, the sales of nulroad services are called freight revenue and 
passenger rexenue the income of protessional men is known as fees; 
the income of inxestment trusts is called interest income and dividend 
income In an\ case, the first item listed on the profit and loss state- 
ment represents the gross return from operations. 

Cost 0 / Goods Sold The cost of goods sold is the purchase price 
paid b\ the business for the goods it has sold. In the illustration on 
page 36 it waa assumed that Folks sold m December, all the mer- 
chandise he had purchased dunng that month and that he had no 
merchandise on hand at the beginning of the next month, Januarj ; in 
other words, his purchases weie equal to the cost of the goods sold. 
This IS not usualh the case A merchant ordinarily carries a stock of 
goods on hand at all times If there is an inventory at the beginning 
of the fiscal penod and one at the end of the fiscal period, both inven- 
tories must be taker* into consideration when the cost of goods sold is 
determined 

The cCot of merchanuise acquired b\ a merchant is made up of two 
different items (1) the price chaiged bv the vendor as shown on the 
invoice of sale, and I2) the height and draj age charges for the delivery 
of the good-. The piofit and loss statement adds the amount of the 
freight charges to the invoice cost of pui chases in order to get the cost 
of goods at the meichant’s place of business 

For example, if James Hiatt began his fiscal period with an inven- 
tory of $12,000, purchased merchandise amounting to $78,000, and 
paid freight and drayage charges of $3,000, the total cost of the goods 
he had available for sale would be the sum of these three items, or 
$93,000 If the merchandise he still had on hand on December 31 
was $18,000, the cost of goods sold would be the difference between 
$93,000 and $18,000, or $75,000 

This information should be shown on the profit and loss statement 
for the >ear ended December 31 in the following manner: 

Cost of Goods Sold 

Merchandise Inv entory, Jan 1, 1949 S12 000 

Purchases $78,000 

Freight In 3^000 

Delu ered Cost of Purchases 

Merchandise Av ailable for Sale 

Le«s Merchandise Inventory, Dec 31 
1949 


81,000 

$93,000 

18,000 


Cost of Goods Sold 


$75,000 
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Gross Profit on Sales. VvTien the coat of merchandise sold is sub- 
tracted from the total sales, the difference represents the profit that 
would be made if no expenses were incuiTed in conducting the business. 
Expenses are always incurred, however, in the operation of a bu.siness, 
and they must be considered in determining the profit. Consequently, 
the difference between the amount received from sales and the cost of 
the merchandise sold is termed gross profit on sales. It is called gross 
profit because the expenses of operating the bu.siness must be deducted 
to obtain the final or net profit. 

The difference between the cost price and the selling price was 
referred to in Chapter I, page 9, as margin. Margin is the amount in 
dollars and cents, or in percentage of .sales, that the merchandiser 
receives for rendering service to his customers. The proprietor of a 
merchandising enterprise must keep his operating costs vrithin hi.s 
margin if he is to gain a net profit as a result of his operations. The 
e.xtent of the margin definitely limits the scope of his activities unless 
he is willing to suffer a loas from operations. 

Operating Expenses. Commodities and services of vaidoas kinds 
are consumed in the operation of a business. The services of sale.s 
clej’ks are used in selling merchandise to customers, and the senices 
of other employees may be used in delivering to customers the mer- 
chandise sold. Paper and tvrine are comsumed in wrapping the mer- 
chandise to prepare it for delivery. Coal is comsumed in heating the 
building in which the business is conducted. Stationery and .stamps 
are consumed in carrying on the con'espondence between the business 
and ite creditors and customei's. 

The operating e.xpenses of a bu.sine.s3 could be shovvm as one item 
on the profit and loss statement, but this method vrould not provide 
adequate information concerning their nature. A proprietor desii’es 
to know the amount of each expense so that he can ascertain whether 
the amount is too large and, if it is, take measures to reduce it. He 
wishes the profit and loss statement to be made in such a form that 
he can see the amount of each e.xpense. Large firms need a very de- 
tailed analysis of e.vpen.so3 for control purposes. In .subsequent chapters 
considerable attention will be given to the method of providing this 
analysis. 

CLASSIFICATION OF The extent to which the classification of 
EXPENSE operating expenses is carried depends on the 
degree to which information on the profit and 
loss statement is u.sed to measure business activities. The operating 
e.xpenses of a large business will probably be classified in a large 
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number of groups but those of a small business can usually be classified 
under one or two major heads In a small retail business of the kind 
that has been used for illustrative purposes, it is usually satisfactory 
to classify the operating expenses m two mam groups In a service 
business, like a repair shop, operating expenses may be showm in a 
single group 

Selling Expenses Expenses that are incurred directly and entirely 
m connection with the sale of merchandise are known as selling expenses 
They include such things as salaries of the sales force, store supplies 
used and advertising 

Selling expenses that are not of sufficient importance to make it 
desirable to show them as separate items on the profit and loss state- 
ment are reported under the heading "Miscellaneous Selling Expense ” 
In general the best classification of expenses is one that keeps at a 
minimum the amount representing miscellaneous selling expense 
Whenever the total of the miscellaneous selling expense account is a 
considerable amount this total should be analyzed and new expense 
classifications should be set up 

General Expenses Expenses incurred in the general operation of the 
business are known as general expenses They include office salaries 
and office supplies used 

Expenses that are partly connected with selling and partly con- 
nected with the general operation of the business may be analyzed and 
reported in part as selling expenses and in part as general expenses 
In a small business, however such mixed expenses are commonly 
reported as general expenses Examples of such expenses are rent 
expense insurance and taxes 

General expense items that are not of sufficient importance to 
justify their being reported separately are reported under the heading 
“Miscellaneous General Expense If the amount of the miscellaneous 
general expense account becomes large, the total should be analyzed 
and new expense classifications should be set up 

It IS customary to show this classification of expenses on the profit 
and loss statement in the manner shown at the top of the following 
page 

OPERATiONS^'*^**' difference between the gross profit on 

sales and the total operating expenses is 
shown on the profit and loss statement as the net profit or the net profit 
from operations The latter term is preferred because a business some- 
times has incomes and expenses not directly connected wnth the usual 
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Gross Profit on Sales. 
Operating: Expenses: 
Selling Expenses: 


$25,000 


Sales Salaries 

Advertising Expense 

Store Supplies Used 
Miscellaneous Selling Expense 

... $ 8,000 
1,600 
300 
100 

$10,000 

General Expenses: 

Office Salaries .... 

Office Supplies Used 

Insurance Expense 

Taxes . . . 

Miscellaneous General Expense 

$ 2,500 
400 
500 
800 
800 

5,000 

Total Operating Expenses 


15,000 

Net Profit from Operations 



$10,000 

operations. These incomes and expenses are reported after the net 
operating profit is obtained. The nature of these nonoperating incomes 
and expenses is discussed in later chapters. 

If the total operating expenses are greater than the gross profit on 
sales, the difference between the two amounts is reported as net loss 


from operations. 


HEADING OF THE 
PROFIT AND LOSS 
STATEMENT 


The name of the business and the period of 
time for which the profit and loss statement 
is made should be clearly stated. If the 
period covered is one year, the heading of the statement will indicate 
that sales, purchases, and other items are for a year. 

Like the balance sheet, the profit and loss statement has a three-line 
heading consisting of (1) the name of the business, (2) the name of the 
statement, and (3) the period covered by the statement. 


PERIOD COVERED BY 
THE PROFIT AND 
LOSS STATEMENT 


The length of time covered by the profit and 
loss statement is of extreme importance and 
significance. The items appearing in a profit 
and loss statement have no real meaning except when inteipreted in 
connection with the period covered. Sales, purchases, cost of sales, 
and operating expenses represent continuing acts in the history of a 
business enterprise. Sales of $10,000, for instance, may have little 
importance until one knows that this amount represents sales for one 
month rather than for one year. One cannot judge the reasonableness 
of the rent expense of $1,200 without knowing the period of time to 
which it applies. 
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STANDARD FORM A profit and loss statement for James Hiatt 
OF THE PROFIT AND g^ded OH December 31 1949 

LOSS STATEMENT containmg the items discussed m the 

preceding paragraphs is shown below 

-fe-- ^tt^£i^'rvL£*v£' 



Profit and Lass Statement Tor a AlercaQt le Business 


In a service tj-pe of busmesa there are no inventory and purchases 
of merchandise therefore the profit and loss statement has to report 
only the sales and the expenses If the business is small it is probable 
that the operating expenses will not be classified and that the profit 
and loss statement will be prepared m a form similar to that shown 
at the top of the following page 
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Profit nnd Loss Statement for a Service Business 


INTERPRETATION OF 
THE PROFIT AND 
LOSS STATEMENT 


The proprietor should watch carefullj’- the 
ratio of each gi’oup of his expenses to his sales. 
If the ratio of his selling expenses to his sales 
shows an increase, it may be due to the fact that the sales volume is 
being obtained at an unsatisfactory cost. Most businesses can increase 
their sales if they are wiling to incur sufficient expense. If an increase 
in the ratio of general expenses to sales is indicated, it may be because 
the rent expense is too large or the miscellaneous expense is too gi-eat. 
In any case the proprietor must watch these ratios carefully in order 
to make a satisfactory profit. 

For example, the gi-oss profit on the sales of James Hiatt is 
25,000/100,000 or 25 per cent for the period covered by the statement 
on page 42. If this percentage of margin has declined from 30 per cent 
in the pre^dous period to 25 per cent in this period, it may mean either 
that prices on commodities sold have dropped or that prices paid 
suppliers have advanced. Regardless of which is the cause, the con- 
dition is to the disadvantage of Hiatt, the proprietor. 

The percentage of salaries of sales clerks to sales is 8,000/100,000 
or 8 per cent; that of advertising e.xpense to sales is 1,600/100,000 or 
1.6 per cent. 

The net profit is 10,000/100,000 or 10 per cent of sales. If this is an 
increase or a decrease as compared with the pre\dous period, it is 
ad^dsable for the proprietor to make a careful inquiry into all the 
factore. Most of these factors are shown on the two profit and loss 
statements, and a study of them should pro^dde information for more 
intelligent operation in the future. 

By dmding the cost of goods sold by the average merchandise 
inventorj^ the merchandise turnover is obtained. The more times the 
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merchandise is turned over m a year the more efficient is the use of the 
inventory and the smaller is the amount of money that must be tied up 
in merchandise The merchandise turnover of James Hiatt is foimd as 
follows 

$12 000 beginning inventory 
18 000 ending inventory 

$30 000-2-$15 000 average inventory 

$75 000 cost of goods sold — $15 000 average inventory- 5 merchandise 
turnover 

The merchandise turnover of James Hiatt during the current year 
was 5 If the merchandise turnover for the preceding year had been 8, 
less successful merchandising in the present period would be indicated 
If the turnover m the preceding year had been only 3, the current 
penod would indicate an improvement 

Compansons similar to these should be made at the end of each 
fiscal penod in order that the propnetor may determine whether his 
profit and loss statement indicates favorable or unfavorable tendencies 
Other compansons that are useful will be discussed in subsequent 
chapters 

Significant figures may be obtained by re- 
PROFIT AND LOSS latmg data on the balance sheet and the profit 
STATEMENT DATA and loss Statement Working capital turnover 
IS obtained by dividing sales on the profit and loss statement by the 
difference between current assets and current liabilities on the balance 
sheet The statements of James Hiatt show his working capital turn- 
over to be 6 9 times [Sales $100,000- $14 500 (Current Assets $29,500- 
Current Liabilities $15 000) ] Just as merchandise turnover is an 
index of efficiency in merchandising, so is working capital tumo\ er an 
index of efficiency in financing 

By dividing accounts receivable on the balance sheet by sales on 
the profit and loss statement the average age of receivables may be 
obtained For James Hiatt this is Accounts Receivable, $10,000 -Sales, 
$100 000, which IS 1/ 10 of a year or 36 days If his terms of sale average 
a month, this ratio would indicate slowness in collection of amounts 
due 


RELATION OF TPS 
PROFIT AND LOSS 
STATEMENT TO THE 
BALANCE SHEET 


The profit and loss statement of James Hiatt 
on page 42 covers the penod of a year since 
January 1 1949 This profit and loss state- 
ment accompanies the balance sheet shown on pages 28 and 29 Both 
statements include the merchandise inventory as of December 31, 1949, 
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and the net profit from operations for the year. The balance sheet sub- 
tracts the withdrawals of the proprietor during the year from the net 
profit, leaving the net increase in proprietorship since the last balance 
sheet. The profit and loss statement e.vpands the idea of proprietor- 
ship increase shown in the balance sheet by summarizing the busi- 
ness operations of the period that result in that increase. 

The profit and loss statement that accompanies a balance sheet 
measures the effect of the operations of the accounting period just 
preceding the date of the balance sheet. The balance sheet is cumula- 
tive; that is, it shows the financial position resulting from the activities 
summarized on all previous income statements. The profit and loss 
statement is limited to a particular accounting period; it is one of 
many such statements that, taken together, would ^ve the result of 
the total volume of activities since the enterprise began. 


QUESTIONS 

1. (a) Explain why the amount of the gross profit is of interest to the pro- 
prietor. Illustrate your ex'planation. (b) If the profit and loss statement 
shows that the gross profit is decreasing, what are the probable causes? 
(c) In what ways may the proprietor remedy tliis condition? 

2. The balance sheet of G. W. Dowe as of June 30 showed his proprietor- 
ship to be $4,000. His balance sheet as of July 31 showed his proprietonship 
to be $4,500. His balance sheet as of August 31 shows his proprietorship 
to be $4,300. Suggest reasons for these changes in the proprietorship. 

3. If the purchases of The Reliable Food Company were $75,000 during 
the fiscal period, what was the cost of goods sold during the period: 

(a) If there was no merchandise on hand at either the beginning or the 
end of the period? 

(b) If the beginning inventory was $40,000 and there was no ending 
inventory? 

(c) If there was no beginning inventory and the ending inventory was 

$10,000? 

(d) If the beginning inventory was $30,000 and the inventory at the close 
of the period was $45,000? 

4. Which of the following e.xpenses should be classified on the profit and 
loss statement as selling e.xpenses? as general e.xpenses? 

(a) Salaries of salesmen. 

(b) Salary of a bookkeeper. 

(c) Postage. 

(d) Cost of parapnlets mailed to customers. 
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(e) Tra\eling expenses ol the proprietor on a tnp to another city to sell 
merchandise 

(f) Taxes on store equipment 

(g) Insurance on office furniture 

(h) Insurance on the store building 

(i) Cost of heating the store 
0) Rent 

5 (a) 'WTiat is a fiscal period’ (b) Is the tendency to make the fiscal 
penod shorter or longer than a jear’ (c) What reason do you see for this 
tendency’ 

6 (a) \\ hat information about tune is given m the heading of the profit 
and loss statement that is not found in the heading of the balance sheet? 
(b) WTiat effect would the omission of thb, information have on a state- 
ment that wa:» referred to some jeara after its preparation’ 


7 The Knox Clothing Company profit and loss statements for each of the 
four quartera of one year were 



First 

Per 

Second 

Per 

Th rd 

Per 

Fourth 

Per 


Quarter 

Cent 

Quarter 

Cent 

Quarter 

Cent 

Quarter 

Cent 

Sales 

$15 000 

100 

$ 0 000 

100 

$18 000 

100 

$’5 000 

100 

Co t of Goods Sold 

12 000 

80 

15 000 

7o 

13 9^0 

77i 

17 600 

70 

Gross Profit on Sales 

$ 3 000 

20 

$ 5 000 

2o 

$ 4 OoO 

2‘’i 

3 7 500 

SO 

Expenses 

2 400 

16 

3 800 

19 

3 150 

171 

6 oOO 

22 

Net Profit from 

Operations 

$ 6 0 

4 

$ 1 200 

6 

$ 900 

5 

$ 2 000 

8 



= 
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(a) What do the Cost of Goods Sold figures represent’ 

(b) What Items may be included in the expense figures shown above’ 

(c) ItTiat explanations can be made for 

(1) The sanations in total expense’ 

(2) The \anation5 in the rates of Gross Profit on Sales’ 

(3) The \ anations m the rates of expense’ 

(4) The \ anations in the rates of Net Profit from Operations’ 

8 From the following data calculate (a) current ratio, (b) merchandise 
turnover (c) working capital turnover (d) average age of receivables, 
(e) profit per dollar of sale 

Cash $10 000 Sales $50 000 

Accounts Receivable 30 000 Cost of Sales 65 000 

Merchandise Inv Jan 1 60 000 Notes Payable 20 000 

Merchandise Inv Dec 31 50 000 Accounts Payable 10 000 

Operating Expenses 11 400 Mortgage Payable 25 000 

9 Distinguish between workmg capital and current ratio owner s equity 
and proprietorship merchandise turnover and workmg capital turnover 
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THE PROFIT AND LOSS STATEMENT 

PROBLEMS 

1. Following is an incomplete and incorrect profit and loss statement 
of V. T. Monroe for the year ended December 31, 1949: 


Sales $120,000 100 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1040 ... $ 16,000 

Purchases 88,000 

Merchandise Available for Sale $104,000 

Less Merchandise Inventory, December 31, 1949 32,000 


Cost of Goods Sold 72,000 60 


Gross Profit on Sales $ 48,000 40 

Operating Expenses 30,000 25 


Net Profit from Operations. . $ 18,000 15 


The merchandise inventorj’’ of December 31 v;as made up of 9,000 
items costing $1.50 each with a present market value of $2 each and 
14,000 items costing $1 each with a present market value of 75ci each. 
Items recorded as operating expenses include: (a) cost of new store 
equipment purchased in December, $3,000; and (b) $7,000, difference in 
cost of land $10,000 and assessed value on tax bill $3,000. 

InslnicHons: (1) Prepare a corrected statement of profit and loss including 
new ratios to sales. (If you prepare your statement on paper with money 
columns containing perpendicular lines separating figures, you will not use 
dollar signs as used in the statement above. Dollar signs are not ordinarily 
used in any accounting report with such ruling.) 

(2) Comment briefly on corrections made in the profit and loss statement 
and on the new ratios. 

2, On January 1, 1949, Louis Grant began business with cash, $58,000, 
and merchandise, $22,000. 

On December 31, 1949, a skeleton balance sheet for Mr. Grant is as 
follows: 


Cash $32,000 Accounts Payable $ 20,000 

Inventory 28,000 .$ 60,000 Louis Grant, Capital 80,000 


Selling Equipment 38,000 

Deferred Charges 2,000 


$100,000 $100,000 


His accounting records show the following additional information for 
the year: 
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Advertising Expense 
Expired Insurance 
Fre ght In 

Misc General Expense 
Misc Selling Expense 
Office Salaries 
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$1 500 

Office Supplies Used 

$ 400 

600 

Purchases 

152 000 

4 000 

Rent Expense 

7 500 

400 

Sales 

200 000 

500 

Sales Salaries 

13 500 

3 600 

Store Supplies Used 

2 000 

classified 

profit and loss statement for the 


year 

(2) Compute the following (instructor may indicate which ratios are 
required of the student) 

{%>, Cuxreat ratio Cf) Working capital turnover 

(b) Owner a equity (g) Earnings on capital (assume Mr 

(c) Creditors equity Grant s services are worth $1 000 

(d) Working capital n month) 

(e) Merchandise turnover 


3 The Ortman Vanety Store has during the years 1947 50 inclusive 
experienced the following sales volumes cost of goods sold and operating 
expenses (m thousands of dollars) 



1947 

1948 

1949 

1950 

Sales 

$300 

$400 

$600 

$500 

Cost of Goods Sold 

195 

300 

480 

350 

Operating Expensed 

60 

$0 

90 

100 


Inairudions (1) Prepare skeleton profit and loss statements and compute 
percentage ratios to sales fur each of the four years 

(2) Discuss very briefly the significance of the ratios obtained 


4 0 C Woodward is the owner of the Woodward Supply Co His capital 
on January 1 1949 was $35 000 The following asset and liability balances 
are as of December 31 the income and expense figures are for the year 


Accounts Payable 

$10 000 

Salaries 


Accounts Receivable 

5 000 

Office Salaries 

$ 4 000 

Cash 

10 000 

Sales Salaries 

12 000 

Freight In on Purchases 

5 000 

Sales 

100 000 

Insurance Expense 

600 

Store Equipment 

15 500 

Prepaid Insurance 

2 000 

Store Suppl es on Hand 

2 500 

Purchases 

75 000 

Store Supplies Used 

1 000 

Rent Expense 

2 400 



The merchandise inventories were January 1 $5 000 

December 


31 $15 000 Withdrawals of $5 000 were made by Mr Woodward 

Instrtichons (1) Prepare a classified profit and loss statement for the year 

(2) Prepare a classified balance sheet for December 31 1949 

(3) Obtain the following ratios 

(a) Cost of goods sold gross profit on 
sales total operating expenses 
and net profit from operat ons as 
a percentage of sales 

(b) Working capital 

(c) Current ratio 


(d) Working capital turnover 

(e) Merchandise turnover 

(f) Average age of receivables 

(g) Owner s equity 

(h) Creditors equity 



CHAPTER IV 

ACCOUNTS AMD THE TRIAL BALANCE 


RECORDING 

TRANSACTIONS 


The balance sheet equation presented ii 
Chapter I, Assets = Liabilities + Proprietor 


ship, naay be expanded to take care of the profit and loss statemen 
items as follows: 


Assets = Liabilities -f- Proprietorship + Income — Expenses 


Each item on the balance sheet and the profit and loss statement 
may be classified under one of the five headings shown in the expanded 
equation. 

The last two items in the equation provide information regarding 
the changes in proprietorship. As was stated in previous chapters, an 
excess of income over expenses increases proprietorship; an excess of 
expenses over income decreases proprietorship. The profit and loss 
statement is an elaboration of the increase or decrease in proprietorship 
due to the operations of a fiscal period. 

During any fiscal period the number of transactions completed by 
an ordinary business is large and results in many changes in assets, 
liabilities, proprietorship, income, and expenses. If an accurate balance 
sheet and profit and loss statement are to be prepared, it is necessary 
to record the results of all transactions producing changes in these 
items. It is the purpose of this chapter to discuss and illustrate the 
method that is used in recording the effect of individual transactions 
on assets, liabilities, proprietorship, income, and expenses. This 
method makes use of the account and gives the subject of accounting 
its name. 


THE ACCOUNTING In the life of a going business, time periods 

are set up in which a standard accounting 
process takes place. The periodic repetition of this accounting process 
is sometimes referred to as the accounting cycle. It consists of stand- 
ardized procedure in recording and analyzing transactions and their 
effect on accounting statements. 

It would be possible to change items on the two accounting state- 
ments as each transaction occurs, but that would be very time con- 
suming and inefficient. In this and the following two chapters devices 
are described that will provide the needed information more economi- 

49 
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call> The pnncipal device is the one descnbed in this ch uer, the 
account As the account is used for the recording of many transactions, 
it is necessary to check the accuracy of this record by a summanziug 
device knoiv n as a trial balance 

In Chapter VI an additional record will be interposed between 
(a) transactions and (bj accounting statements This is a chronological 
record of transactions as they occur and is called a journal 


THE NATURE OF The effect of each transaction might be 

THE ACCOUNT shown by the preparation of a new balance 

sheet and a new profit and loss statement after the completion of the 
transaction Since hundreds of transactions are performed during each 
fiscal period, and in many businesses during each day, this plan would 
result in an unreasonable amount of detailed work Furthermore, new 


statements are not desired after each transaction since the manager 
does not have time to observe the effect of each of a great number of 
transactions Information shovnng him the effects of groups of similar 
transactions is sufficient for his purpose It is therefore more convenient 
and equally satisfactor> to maintain a separate record with each item 
on the balance sheet and on the profit and loss statement, and to show 
in this record the increases and the decreases in the item that occur 
during the penod 

The form of record kept with each item on the balance sheet and 
the profit and loss statement is known as an occounf A group of 
accounts is known as a ledger The 
j gQQ 'implest form of an account pro- 
4,000 vides for three things (1) the 
3 000 name of the account, (2) a space 
^'200 transactions increasing the 
gQO amount (3) a space for trans- 
/(J4W actions decreasing the amount 
Such an account for cash is showm 
at the left The account form used 
here is known as the “T” account because of its similanty to the 
letter T More complete forms of accounts will be illustrated later 
By listing the items that increase cash one below another m a 
column on one side of the account the total of cash receipts, $14 500, 
may be obtained In the same way by listing the cash payments in a 
column on the other side of the account, the total of cash payments, 
$10,900, may be obtained Finally, by subtracting the cash payments 
from the cash receipts ($ 14 , 500 -$10 900 ), the balance of cash. $3,600, 
may be obtained 
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An account similar to the cash account illustrated above is set up 
for each item appearing in the balance sheet. At the end of a period, 
the increases recorded in an account are added to the amount at the 
beginning of the period and the decreases are subtracted from this sum. 
The result is the amount to be shown on the balance sheet. In like 
manner, an account is kept with each item on the profit and loss state- 
ment so that the total of that account can be determined at the end of 
a fiscal period. 


CONSTRUCTION The relationship of the accounting state- 

OF ACCOUNTS ments, the ledger, and the fundamental 

equation Assets =Liabilities-f-Proprietorship-j-Income -Expenses can 
be obseiwed from the follouing illustration: 

Robert Moore invests $2,500 in a repair shop. On his balance sheet 
the transaction would appear as follows: 

Cash §2,500 Robert Moore, Capital $2,500 

The investment of Moore may also be shown in accounts in the 
following manner: 

C^SH Robert Moo re, Capital 

$2,500 I $2,600 


The names of the two accounts are Cash and Robert Moore, 
Capital. The title of each account is wi’itten over the horizontal line 
above the figures and is descriptive of the data in the account. Each 
account consists of two sides: the left and the right. It is customary to 
enter assets and additions to assets on the left side of asset accounts, 
and proprietorship and additions to proprietorship on the right side 
of proprietorship accounts. 

The student vnll find it helpful to note the relation between accounts 
and the basic equation. Assets and additions to assets, which are on 
the left side of the equation, are entered on the left side of asset ac- 
counts. Proprietorship and additions to proprietorship, which are on 
the right side of the equation, are entered on the I’ight side of pro- 
prietorship accounts. This method makes it possible to construct the 
equation from entries made in the accounts. 

Moore next pui’chases supplies for $500 in cash. This transaction 
decreases his asset Cash by $500 and increases his asset Supplies by 
$500. The ledger of Moore then appeal's as sliovm at the top of the 
folloiving page. 
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Cash 

‘$2,500”' $500 


Robert JIoore, Capital 

RSOO 


Supplies 

‘$500 


The amount $500 is entered on the left side of the account Supplies 
because this purchase represents an addition to the asset Supplies. 
The same amount is entered on the nght side of the cash account 
because it is a subtraction from the asset Cash 

IMoore wishes to purchase repair equipment from Jones & Co for 
$2,000, but reference to his cash account shows that such a transaction 
would exhaust his supplv of cash He therefore arranges with Jones & 
Co to paj one half in cash and the balance in thirty days As a result 
of this transaction a liability of $1,000 to a creditor is created Since 
liability accounts appear on the nght side of the fundamental equation, 
this increase in the liability Accounts Payable is entered on the nght 
side of the account This transaction then represents an addition of 
$2,000 in the asset Repair Equipment, a subtraction of $1,000 in the 
asset Cash, and an addition of $1,000 in the liability Accounts Payable 
Moore's ledger now is 

Cash Accounts Payable 

$2.5'00 $ 500 

1,000 


Repair Equipment 

”$2‘;b00 


Robert Moore, Capital 

” $2,500 


Supplies 

$^ 

At this point the fundamental equation could be prepared easily 
from the abo\ e accounts 

Assets $3,500 = Liabihties $1,000 + Propnetorship $2,500 
Moore pays rent for the month amounting to $100. Since rent will 
ha\e become an expense by the time he prepares his profit and loss 
statement, this transaction results in a decrease in his asset Cash and 
an increase in his expense Rent Expense Increases in expenses are 
entered on the left side of the expense ac«)unt, since expenses represent 
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a decrease in proprietorship. After this transaction has been recorded, 
Moore’s ledger appears as follows; 


Cash 


Accounts Payable 

§2,500 

$ 500 

$1,000 


1,000 

100 


Eepair Equipment 
”$2^00 

Egbert Moore, Capital 

'$2,500 

Supplies 

Eent Expense 

§500 “ 

§100 

Moore receives $400 for repair jobs. 

This transaction increases his 

asset Cash by $400. The increase in the asset Cash is entered on the 
left side of the cash account. The transaction also results in an increase 
in income of $400. This income, which represents an increase in pro- 
prietorship, is entered on the right side of an account with the title 
“Sales.”i After this transaction has been recorded, Moore’s ledger 

appears as follows; 


Cash 

Accounts Payable 

$2,500 $ 500 

$1,000 

400 1,000 


100 

Egbert Moore, Capital 


~ ' §2,500 

Eepair Equipment 
$2,000 

Sales 

$400 

Supplies 

Eent Expense 

$500 

$100 


At this point the complete accounting equation would be as follows; 
Assets ?3,S00 = Liabilities $1,000 + Proprietorship §2,500 + Income $400 
— Expense $100 


'The principal income account of most businesses is entitled “Sales.” Other titles 
may be used, however, when they are appropriate. For example, the principal income 
of a bank may be called “Interest”; of a professional man, “Professional Fees.” 



54 


ACCOUNTING PRINCIPLES 


ICh 4 


THE THEORY OF A separate account is constructed for each 

DEBIT AND CREDIT ^jjg balance sheet and the profit and 

loss statement If additional information is to be shown on either 
statement additional accounts must be constructed to supply it The 
number of accounts to be opened in the ledger depends on the nature 
of the transactions and the extent of detail desired on the accounting 
statements 

Each account is divided into three parts a space for the name of 
the account and two separate sections below the name The left 
section of the account is called the debit side and the nght section is 
called the credit side When items are entered on the left side of the 
account they are called debits and the account is said to be debited 
When items are entered on the nght side of the account they are 
called credits and the account is said to be credited The difference 
bet\\een the total debits and the total credits of an account is called 
the balance of the account regardless of whether that difference is a 
debit or a credit 

In the store equipment account 
shoiv n at the right the four debits 
of $400 $600 $300 and $500 repre 
sent the cost of store equipment 
acquired and the one credit of $300 
represents the return of the third 
item The balance is $1 800 - $300 
or $1 500 

Amounts o^\ed to a creditor are entered on the nght or credit side 
of the accounts payable account When a payment is made to a 
creditor the amount paid is entered 

on the left side of the accounts Accoxmis Payable 

payable account as a debit because $700 

the balance owed is decreased In j ^00 

the accounts payable account ) 

shown at the nght the credit items 

of $700 and $900 represent amounts due for purchases on account and 
the debit item of $700 represents the amount paid for the first purchase 

The original investment of the proprietor is entered on the right 
or credit side of his capital account Increases in proprietorship are 
entered on the credit side decreases on the debit side 

The theory of debit and credit in its application to balance sheet 
accounts is illustrated by the diagram at the top of the following page 


Store Equipment 
$400 
600 
300 
600 


“UffD 
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Any Asset Account 
Debit Credit 


Increases 


Decreases 


Any Liability Account 
Debit Credit 


Decreases 


Increases 


Any Proprietorship Account 
Debit Credit 


Decreases 


Increases 


A business transaction affects not less than two accounts. If only 
two accounts are affected, one must be debited and the other must be 
credited for a like amount. This equality of debit and credit is inherent 
in the equation presented in Chapter I (Assets = Liabilities + Pro- 
prietorship) and is the basis of what is known as the double-entry system 
of recording. In the double-entry system the sum of the debit entries 
in the ledger equals the sum of the credit entries. 

If a transaction affects two asset accounts, it must represent an 
increase in one asset and a decrease- in the other. The receipt of cash 
in payment of a customer’s account represents an increase in the asset 
Cash and a decrease in the asset Account Receivable. If a transaction 
affects one asset and one liability account, both accounts must be 
increased or decreased in like amount. 

The theory of debit and credit in its application to profit and loss 
statement accounts is based on the relationship of these accounts to 
proprietorship. The items in the profit and loss statement give the 
details that result in a net increase or decrease in proprietorship. Profit 
and loss statement accounts are therefore a type of proprietorship 
account. They are sometimes called temporary proprietorship accounts, 
since they are set up only to last through the fiscal or accounting period. 

There are two types of profit and loss statement accounts; those 
that increase proprietorship and those that decrease proprietorship. 
The chief increasing account is sales or income from services. From the 
sales price, as has been said before, all costs and expenses must be 
subtracted. Cost and expense accounts ai-e therefore those that de- 
crease proprietorship. This is illustrated by the expanded accounting 
equation, together with the debit and credit schedule. 

Cost 

AND 

Assets = Liabilities -f Proprietorship -f Income — Expense 
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The schedule given at the bottom of the preceding page relates 
the debit and credit theory to the expanded accounting equation 
It provides for all the groups of items m the balance sheet and the 
profit and loss statement and indicates the debit and credit treatment 
of each group Every item that may appear on either statement may 
be classified under one of the above groups, and its relation to debit 
and credit may be determmed thereby 

The positive side of an account is determined by the position of its 
classifying parent in the accounting equation The negative side is 
always the opposite of the positive side Thus Cash, an asset account, 
has additions on the debit side and subtractions on the credit side, 
whereas Notes Payable, a liability account has additions on the credit 
side and subtractions on the debit side Income and expense accounts 
commonly have entnes on only one side Thus Sales, an income 
account commonly has additions only on the credit side; and Sales 
Salanes an expense account commonly has additions only on the 
debit side 

The account serves as a mathematical device for showing increases 
and decreases in %’alues When items are to be added, they are placed 
on the same side of an account, when items are to be subtracted from 
an item or items previously entered m the account, they are placed on 
the opposite side WTien the balance of an account is to be obtained 
the t«o columns of figures are added and the smaller sum is deducted 
from the larger Obviously, the sum of the amounts entered on the 
left side of an asset account should not be less than the amounts on the 
nght Similarly, the sum of the amounts entered on the left side of a 
liability account should not exceed the sum of the amounts on the 
nght 


ARRANGEMENT OF 
ACCOUNTS IN 


It IS customary to arrange accounts in the 
ledger in. tha sama urdec uj. wb-cL they are 
listed on the aasounting statements Current 


asset accounts precede fixed asset accounts, all asset accounts come 
before liability accounts, propnetorship accounts are last in order If 
a loose leaf ledger is used, any new account needed as the result of any 
transaction can be readily inserted into its correct place When ac- 
counts are to be opened for a senes of transactions, it is advisable to 
plan the order of the accounts to conform to the transactions to be 


recorded An estimate of the transactions that will probably be per- 
formed can be made from a study of the transactions of a previous 
penod or of a similar business 
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DESCRIPTION OF A 
SERVICE BUSINESS 


Since the number of accounts necessary for a 
service type business is less than the number 
needed for a merchandising type business, attention wll be given first 
to accounting for the transactions of a service type business. 

In any given business community, the number of service type 
businesses will compare favoi'ably wth the number of merchandising 
businesses. It is only necessary to consider the frequency of repair 
shops, real estate and insurance agencies, theaters, and transportation 
agencies in any area to appreciate the large number and variety of 
service businesses. 


ILLUSTRATIVE CASE Donald Calvin, C.P.A., who prepared the 

financial statements shown in the two pre- 
vious chapters for James Hiatt, opened a public accounting office in a 
suburban shopping center in October, 1949. While he was engaged in 
professional practice, his activities, like those of lawyers, doctors, and 
dentists, had their business aspects. If a professional man is to succeed 
in his profession, his income from fees must exceed his operating 
expenses sufficiently to leave him a net profit, comparable with the 
salary he might be paid as a professional employee. 


ILLUSTRATION OF A I 22 order to show the application of the theory 

T^IAL^BA^LA^E^** debit and credit to items appearing on 

statements, the transactions for Donald Cal- 
vin, C.P.A., for the month of October are given on the following pages. 
In connection Avith each transaction, the accounts affected are related 
to one or more of the classif 3 nng gi'oups in the expanded equation 
given on page 55, Each entiy in each account is given the transaction 
letter to facilitate comparison of the entries. 

(a) Donald Calvin, C.P.A., in opening a public accounting practice, 
invested $2,800 cash, an office desk and chair with a cost of $200, and 
a library costing $1,000, 


Asset Proprietorship 


-f 

1 

— 

1 + 


Cash 

Donald Calvin, Capital 

(a) 

$2,800 , 

Office Equipment 


(a) $4,000 

(a) 

$200 




Library 




(a) $1,000 I 
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The assets Cash, Office Eqrapment, and Library were increased, 
Cash by $2,800, Office Equipment by $200, and Library by $1,000, 
therefore the three accounts were debited The propnetorship was 
increased by $4,000, the sum of the three debits, Donald Calvin, 
Capital was therefore credited for $4 000 

(b) Paid rent of office for month $150 


Asset Expense 



(a) $2 800 (b) $150 (b) $150 


The payment of rent increased expense (decreased propnetorship) 
and therefore was entered as a debit of $150 m the account Rent 
Expense The payment also decreased Cash and was therefore entered 
as a credit of $150 in the account Cash 

(c) Purchased on account from Davis Equipment Co desks, chairs, 
tables and other office equipment for $1 000 

Asset Liability 

+ i - - ( + 

OrPicE Equipment Accounts Payable 

(a) $ 200 I 1 (c) $1000 

(c) 1 000 ‘ 

As a result of this transaction the asset account Office Equipment 
was increased and was debited for $1 000 The liability account 
Accounts Payable was increased and was credited for $1,000 

(d) Purchased an automobile for business use from Given Sales Co , 
$1,800 making a $600 cash payment and agreeing to pay the balance 
in 12 monthly payments of $100 each 
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This transaction increased the asset account Automobile, and that 
account was therefore debited for $1,800. The asset account Cash 
was decreased and was credited for $600. The liabUity account Ac- 
counts Payable was increased by the difference between the total cost 
of the auto, $1,800, and the cash payment, $600, and was credited for 
$1,200. The record of the transaction was expressed as follov/'s: “Debit 
Automobile, $1,800; credit Cash, $600, and credit Accounts Payable, 
$ 1 , 200 .” 

(e) Paid Davis Equipment Co. $500 cash. 


Asset Liability 


+ i 

Cash 


Accounts Payable 

1 

1 

(a) $2,800 (b) 

$150 

(e) $500 (c) 

$1,000 

! (d) 

600 

(d) 

1,200 

' (e) 

500 




This transaction reduced the liability account Accounts Payable, 
and that account was therefore debited for $500. The payment also 
reduced the cash account, and the asset account Cash was therefore 
credited for $500. 

(f) Purchased office supplies for cash, $200. 


Asset 


+ 1 

Cash 


(a) $2,800 

(b) 

$150 

i 

(d) 

600 


(e) 

500 


(f) 

200 

Office Supplies 



(f) $200 


Transaction (f) represented the 
exchange of one asset, Cash, for 
another asset. Office Supplies. The 
office supplies account was debited 
for $200 to record the increase and 
Cash was credited for $200 to 
record the decrease. 


(g) Received $150 cash, professional fees for services rendered a 
client. 


Asset 


Income 


-f- 

Cash 

— 

' ^ 

Professional Fees 

(a) 

$2,800 1 (b) 

$150 

' (g) $150 

(g) 

150 i (d) 

600 



i (e) 

500 



: (f) 

200 
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The cash account was debited because the asset was increased 
credited because this income account, which 
was increased 

for year, $120. 


Professional Fees was 
represented proprietorship, 

(h) Paid insurance premiums 


Asset 



1 

- 


Cash 


(a) 

$2 800 (b) 

$150 

(b) 

150 (d) 

600 


(e) 

500 


(f) 

200 


(h) 

120 


Prepaid Insurance 


(h) 

$120 


(i) Paid biweekly salanes $35 


Asset 


+ 

1 

- 


Cash 


(a) 

$2 800 (b) 

$150 

(S) 

150 (d) 

600 


(e) 

500 


(f) 

200 


(h) 

120 


(1) 

350 


In this transaction the asset 
Prepaid Insurance was increased 
and the asset Cash was decreased 
by $120 Prepaid Insurance was 
therefore debited and Cash was 
credited 


Expense 


Salabie s E xpense 

OT” $350 , 


This transaction represented a cash payment for biweekly salaries 
The expense account uas debited, the cash account was credited 

(j) Received a $200 fee for professional services (See trans- 
action (g) ) 

(k) Purchased books for library, $100 (See transaction (h) , debit 
the asset account Library ) 

(l) Received a $100 fee for professional services (See trans- 
action (g) ) 

(m) Received a $150 fee for professional services, (See trans- 
action (g) ) 

(n) Paid telephone bill, $30 (See transaction (b) ; debit Miscel- 
laneous Expense ) 

(o) Paid miscellaneous bills, $150 (See transaction (b), debit 
Miscellaneous Expense ) 
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(p) Paid biweekly salaries, $350. (See transaction (i).) 

(q) Received a $300 fee for professional ser^dces. (See trans 
action (g).) 

(r) Withdrew $300 in cash for personal use. 


Asset 



Cash 


(a) 

$2,800 

(b) 

$150 

(g) 

150 

(d) 

600 

(j) 

200 

(e) 

500 

(1) 

100 

(f) 

200 

(m) 

150 

(h) 

120 

(q) 

300 

(i) 

350 



(k) 

100 



(n) 

30 



(0) 

150 



(P) 

350 



(r) 

300 


Proprietorship 
~ + 

Donald Calvin, Personal 
(r) $300 


In this case the withdrawal by the proprietor was not designed to 
decrease his capital investment of $4,000, but was meant to be a sub- 
traction from profits being earned. It was likely that this amount had 
already been earned, but the accounting report of the amount of 
earnings would not be made until the end of the month. The with- 
drawal was therefore set up in a separate proprietorship account, 
Donald Cahdn, Personal, which was debited; Cash was, of course, 
credited. 

(s) Paid automobile expenses for month, $90. (See transaction 
(b) ; debit Automobile Expense.) 

(t) Sent bills to clients for sendees rendered in October, $800. 


Asset Income 


+ 

— 

+ 

Accounts Receivable 

Professional Fees 


(t) $800 

(g) 

$150 

1 

^ (i) 

200 

1 

G) 

100 


(m) 

150 


1 (q) 

300 


1 (t) 

800 
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This transaction represented charges to clients for work done up to 
the end of the month and should be reflected by a debit to Accounts 
Receivable, as this asset was increased, and by a credit to Professional 
Fees, as this income account was increased. 

In the following illustration, transactions (a) to (t) are shown 
entered in accounts identified with major account classifications. Each 
transaction should be traced to its proper account, and its relation 
to the expanded accounting equation should be determined. 

h 8 

Assets - Li^silities + PsorBiETossBir + Iscoue — Exezvseb 


Cash Accodvts Patasee 


(»> S’ 800 ft) 

(g) loO (d) 

(J) 200 (e) 

a> 100 (fi 

(m) !Mfh) 
(O 300 (0 

tk) 
(n) 
( 0 ) 
fp) 
tr) 


SloO f#) 8^.00 Cc) »1 OOO 

600 {d> I 200 


120 

3S0 

100 

SO 

loO 

3)0 

300 


Baiasiib Patulc 


Aeeorsres 
REeEIEAII.E 
(t) 1300 


AtrrossOBiLE 
d) fl 8001 


OmcE EgciFssrvT 


D CaIAIN CAnTAi, Pboeessiovai. Fees BALABiEsE-EFE'iSE 


(s) $4 000 (g) 3150 a) S350 

Cj) 200 (p) 3^0 

0) 100 
(m) ISO 

<<l) 800 

D CsbEiv Pebsoval 


r) 3300 


Revt Etbevse 
(b) 3150 j 




AuTouoanB 

ExrrssB 


to) 


tdO| 


OmcfB StfppuEs 


Extibed 

IVBUBASCE 


LraBABT 


») 31000 
(k) 100 


MiBo. Expense 

w iio] 

Co) 150! 


OmCE SCTPLIEfl 
(0 *200 


-1 -IK'I--, 
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THE TRIAL BALANCE Since the debit resulting from each trans- 
action is equal to the credit resulting from 
that transaction, the total of the debits in all the accounts should equal 
the total of the credits in all the accounts. A test of the equality of the 
debits and the credits is made at intervals, usually at the end of each 
month. Such a lost is Irnovvn as a Irial bala?tce. 

The trial balance serves to summarize the information shown in 
detail in the ledger. This summary is always prepared at the end of a 
fiscal period and provides most of the information needed to prepare 
the balance sheet and the profit and loss statement. 

A trial balance may be taken by listing the total of the debits and 
the total of the credits of each account, adding these totals of the 
accounts, and then comparing the sum of the debit totals with the 
sum of the credit totals. A preferable method, however, is to use the 
difference between the total of the debits and the total of the credits 
of each account; that is, to obtain the debit or the credit balance of 
the account and then to list the debit and the credit balances of all 
the accounts on the trial balance. If the sum of the debit balances 
equals the sum of the credit balances, it is evident that the debits and 
the credits in the ledger are equal. A trial balance of the ledger of 
Donald Calvin, prepared according to the latter method, is illustrated 
below: 
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I 41? /? 
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PROOF PROVIDED BY The tnal balance does not give a complete 
THE TRIAL BALANCE proof of the bookkeeper’s work It shows 
only that the debits and the credits are equal This is valuable in 
formation, however, since errors frequently affect the equality of the 
debits and the credits, and are indicated by a tnal balance that is out 
of balance The tnal balance does not, of course, prove that the proper 
account has been debited or credited or that the debits and the credits 
are for the proper amounts It is therefore important that the accuracy 
of the figures be determined before they are entered in the bookkeeping 
record and that care be taken to record the entnes in the proper 
accounts 


QUESTIONS 


1 Which of the following accounts are most likely to have debit balances 
Cash, Capital, Accounts Receivable, Rent Expense, Accounts Payable, 
Equipment’ Give reasons for your answer 

2 Frank Warren, a retail grocer, asserts that be can very easily prepare 
a statement of his assets and bis liabilities at an> time, and that he does 
not believe it is necessary for him to record his transactions m accounts 
Do you think he is correct’ Why’ 


3 I M Dumm prefers to enter assets and additions to assets on the right 
side of his accounts, and capital and capital additions on the left side 
(a) Is it possible to follow this plan’ (b) Do you recommend that he do so’ 


4 The following accounts contain the record of the investment made by 
Jack Holley on October 1 and of five other transactions List the trans- 
actions and relate each to the expanded accounting equation 



Cash 

Accounts Payable 

Service Income 

Cal 

(e) 

$2 000 1 fc) $1000 

1 200 1 (d) 800 

1 (f) 500 

$i OQO 1 , $LAaa 
(f) 500 

1 $.1,200 


Equipment 

Jack Holley, Capital 

Operating Expenses 


$1,500 I 

1 (a) $2,000 

(d) $800 1 


5 During October cash amounting to $4,500 was received by Luxury 
Laundry During the same month $5,000 in cash was paid (a) How were 
these facts shown m the cash account’ (b) Does it follow that October 
produced an operating loss of $500’ 
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6. A bookkeeper takes a trial balance showing that the total debits in the 
ledger accounts are equal to the total credits. If a trial balance showing 
the balance of each account were taken from this ledger on the same date, 
would the trial balance totals be equal? Why? 

7. At the end of the year (before he prepares his income tax statement), 
James Tracy has an accountant examine his books to determine whether 
they are correct. The auditor finds six mistakes. Tracy had taken a trial 
balance each month, but this procedure had not disclosed the errors. He 
therefore considers dispensing with the trial balance in the future, (a) Do 
you consider this advisable? (b) Suggest the types of errors that Tracy 
might have made and that would not have been shown by his trial balance. 


PROBLEMS 

1. Robert Bishop is a tax attome3^ The accounts in his ledger are: Cash; 
Accounts Receivable; Office Equipment; Library; Notes Payable; Ac- 
counts Payable; Robert Bishop, Capital; Robert Bishop, Personal; Pro- 
fessional Fees; Operating Exq^enses. 

On January 1 of the current year Fir. Bishop’s assets, liabilities, and 
proprietorship were as follows: 

Cash $1,000 Library $ 8,000 

Accounts Receivable 4,000 Notes Payable 3,000 

Office Equipment 2,000 Robert Bishop, Capital .. . 12,000 

Instrrictions: (1) Open "T” accounts for all of Mr. Bishop’s accounts. 
(2) Record the beginning balances in the appropriate accounts. Identify 
the balances in these accounts by “Bal.” 

During the month of January the following transactions were com- 
pleted: 

(a) Invested an additional $5,000 in cash. 

(b) Purchased on account law books and tax ser\’ices amounting to $450. 

(c) Received $3,500 cash from a debtor on account. 

(d) Paid the bank $2,500 to apply on the note payable. 

(e) Paid the amount due on the law books and tax services, $450. 

(f) Billed a client for $2,000 and charged the accounts receivable account. 

(g) Collected $4,500 from other clients for legal work completed during 
the month. 

(h) Paid in cash operating expenses of $4,000. 

(i) Withdrew $1,500 for personal use. 

Tnslruclions: (3) Record the transactions in the “T” accounts. Identify 
each debit and each credit by the letter given for that transaction in the list 
of transactions. 

(4) Take a trial balance as of January 31 of the current year. 
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2 On March 1 of the current year Ralph Blum opened a restaurant. He 
used the followmg accounts m his ledger Cash, Eqmpment, Restaurant 
Supplies, Notes Payable, Accounts Payable, Ralph Blum, Capital, Ralph 
Blum, Personal, Sales, Food Purchases, Salaries, Rent Expense 

Durmg the month of March the following transactions were completed 

(a) In%e5ted the following assets Cash, $1,500, Equipment, $4 850, 
Restaurant Supplies $275 The following liabilities were also assumed 
Notes Paj able $4 000, Accounts Payable, $160 Mr Blum’s capital 
was $2 475 

(b) Purchased on account additional restaurant eqmpment, $500 

(c) Purchased on account restaurant supplies, $176 

(d) Sales for Alarch were $4 000 cash 

(e) A summarj of the cash payments showed Food Purchases, $2,005, 
Salaries $960 Notes Pajable $1 000 Accounts Payable, $400 Total 
cash paid out was $4 365 

(f) Rent in the amount of 10% of gro's sales of $4,000 is payable to the 
landlord (Debit Rent Expense and credit Accounts Payable ) 

(g) Withdrew $750 for personal use 

Instrvetion'> (1) Record the foregoing transactions in “T ’ accounts 
Identify each debit and each credit by the letter gi\en for that transaction 
2) Prepare a tnal balance as of March 31 of the current year 

8 B D Nash plans to operate the Bonded Messenger Service The 
accoimts in his ledger are Cash Deliven. Equipment, Prepaid Insurance, 
Supplies Notes Payable Accounts Payable B D Nasb, Capital, B D. 
Nash Personal, Messenger Income Drivers Commissions, Dispatchers' 
Salaries Rent Expense, Gas Oil and Repairs, Utilities 

Following are the transactions for April of the current year, the first 
month of operations 

(a'' Invested $1 000 cash 

(b) Paid cash for Apnl rent $150 

(c) Purchased deliv ery eqmpment for $5 000 giving $500 cash and a note 
payable for the balance 

(d) Cash receipts for the first week are $1 000 

(e) Paid drivers commissions of one half of week’s receipts, $500 

(f) Purchased supplies on account, $3o0 

(g) Cash receipts for the second week are $1,200 

(h) Paid drivers commissions of one half of week s receipts, $600 

0) Purchased insurance for cash, $900 (Debit Prepaid Insurance.) 

0) Paid $500 cash on delivery eqmpment note 

(k) Cash receipts for third and fourth weeks are $2,400 

G) Paid drivers’ commissions of one half of receipts, $1,200 

(m) Paid cash for gas, oil, and repairs, $200 

(n) Paid cash for dispatchers’ salaries, $450 

(o) Withdrew $400 for personal use 

(p) Paid cash for utihties, $100 

ImtTuriiom (1) Record the foregoing transactions in “T” accounts 
Identify each debit and each credit by the letter given for that transaction 
(2) Prepare a trial balance as of April 30 of the current year 
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TRIAL BALANCE AND The balance sheet and the profit and loss 
s^^?e*^NT^ statement have already been presented as the 

finished products of accounting. The trial 
balance, explained in the previous chapter, provides most of the 
information needed for the preparation of these statements. The items 
in the trial balance are arranged in such an order that the balance 
sheet items come first and the profit and loss statement items come 
last. For example, in the trial balance of Donald Calvin on page 63, 
all accounts from Cash to Donald Calvin, Personal are balance sheet 
accounts; all accounts from Professional Fees to Miscellaneous Expense 
are profit and loss statement accoimts. 


Balance Sheet Accounts Profit and Loss Statement Accounts 


Cash 

Accounts Receivable 
Automobile 
Office Equipment 
Library- 
Office Supplies 
Prepaid Insurance 
Accounts Payable 
Donald Calvin, Capital 
Donald Cahdn, Personal 


Professional Fees 
Salaries Expense 
Rent Expense 
Automobile Expense 
Miscellaneous Expense 


Trial Balance Accounts of Donald Calvin 


If the amounts in the trial balance were the correct amounts for 
the statements, it would be a simple matter to arrange the first group 
of items in the proper form for the balance sheet and the second group 
in the proper form for the profit and loss statement. The amounts 
would be con’ect for this purpose if all transactions recorded in the 
accounts coincided exactly with the accounting period. For example, 
if the exact amount of office supplies purchased were used and if 
insurance and rent applied only to the period covered by the profit and 
loss statement, no changes in trial balance amounts for these items 
would be needed when statements are prepared. It is obviously im- 
possible to airange transactions to avoid carrj'-overs betw'een account- 
ing periods. It is therefore necessary for accounting to provide a means 
of meeting this business condition. This chapter deals with the ac- 
counting procedui’e that provides correct amounts for the balance 
sheet and the profit and loss statement. 
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ILLUSTRATED^N nature of adjustments can best be illus- 

trated in accounts. Accounts with Office 
Supplies and Office Supplies Used are shown 
below. During the month, office supplies were pm-chased for $200 
and the office supplies account was therefore debited for that amount. 
At the end of the month it was found that the inventory of office 
supplies was $150. It was therefore evident that office supplies worth 
$50 had been used. The expense of the office supplies used was recorded 
in the office supplies used account by a debit of $50. The decrease of 
the asset, Office Supplies, was recorded by a credit of $50. The two 
accounts after this adjusting entry had been recorded are: 


Office 

SUPI’LIES 

Office Supplies Used 

$200 

Adjustment $50 

Adjustment $50 

1 



The office supplies account now shows a balance of $150, which is 
the asset; the office supplies used account shows a balance of $50, 
which is the expense. 

Prepaid Insurance is another mixed account that requires adjust- 
ment at the end of a fiscal period. A debit balance in this account 
represents in part an expense of the current period and in part a 
deferred charge applicable to futm-e periods. The expense of the 
cui-rent peiiod should be transferred to an expense account, Insm-ance 
Expense. 

If a payment of $120 was made for one year’s insurance, the 
monthly charge was $10. The insm-ance e.xpense account should there- 
fore be debited for $10 to show an increase in that expense and the 
prepaid insurance account should be credited to show a decrease in 
that asset. The two accounts after this adjusting entry was recorded 
are shown below: 


PUEPAID INSUKANCE 


$120 


Adjustment 


$10 


Insuranc e Expense 

Adjustment $10 


The prepaid insurance account now shows a balance of $110, which 
is an asset; the insurance expense account shows a balance of $10, 
which is an expense. 

At the end of a fiscal period not only must mixed accounts be 
adjusted, but also certain other accounts must be brought up to date. 
For example, during the month Donald Calvin paid salaries biweekly. 
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MIXED ACCOUNTS AND An account with a balance that is partly a 
BUSINESS OPERATIONS sheet amount and partly a profit and 

loss statement amount is called a ‘m%xed account For example, the 
tnal balance amount for Office Supphes shows the total of all supplies 
purchased during the period plus those on hand at the beginning of 
the period By taking an inventory, or count, of office supplies at the 
end of a fiscal penod, it is possible to find out how much has been used. 
The trial balance figure is called a mixed account since it include^ the 
office supphes used plus those on hand The account is mixed, there- 
fore because it includes the supplies on hand, a balance sheet item, 
and the supplies used, a profit and loss statement item 

The adjustment of mixed accounts consists in determining the 
correct balance sheet and profit and loss statement amounts for any 
tnal balance item that is mixed Usually adjustments are made neces- 
sary because of business operations that are not recorded currently 
Office supplies purchased from outside suppliers are recorded currently 
and appear in the trial balance, but the amount used day by day is not 
recorded and requires an adjustment at the end of the accounting 
period 

In other cases, an account that is wholly an asset at the time it is 
acquired may become an expense with the passing of time A payment 
for insurance is an asset, Prepaid Insurance, at the time of payment, 
but It will expire month by month and will ultimately become an 
expense At the end of any month during the life of the insurance, a 
part of the account balance is an expense and the rest is an asset. 

Whether an account is a mixed account during the accounting 
penod need not be considered if it is known that it will become wholly 
an expense before the end of the penod For example, a payment for 
one month’s rent is wholly an asset if the rent is paid on the first of 
the month, but it will become wholly an expense by the end of the 
month It IS therefore debited to Rent Expense an expense account 
If, however, the rent payment covers more than one month, it is 
like prepaid insurance above and is debited to the asset account 
Prepaid Rent 

It IS necessary to estabhdi a practice for the recording of trans- 
actions affecting mixed accounts A purchase of office supphes might 
be debited to the asset account Office Supplies or to the expense account 
Office Supplies Used A purchase of insurance might be debited to the 
asset account Prepaid Insurance or to the expense account Expired 
Insurance In this chapter and those that immediately follow, such 
transactions will be debited to asset ^leounts 
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The work sheet of Donald Calvin is illustrated on page 72. Note 
that the heading of this work sheet shows the period covered. This 
infoi'raation will later be needed for the profit and loss statement, 
which will be prepared from the work sheet. The work sheet illus- 
trated has ten money columns and is therefore known as a ten-column 
work sheet. The money columns ai'e ai’ranged in five pairs of columns 
headed as follows : 

1. Ti'ial Balance. 

2. Adjustments. 

3. Adjusted Trial Balance. 

4. Profit and Loss Statement. 

5. Balance Sheet. 

As the first step in the pi'eparation of the work sheet, the trial 
balance is entered in the columns at the left. The first two money 
columns, headed “Trial Balance," are then totaled to prove that the 
debits ai’e equal to the credits. 

Next the adjustments required at the end of the period are recorded 
in the Adjustments columns. These adjustments are as follows: 

(a) The value of the inventory of office supplies is $150. The office 
supplies used therefore were worth $50, the difference between the 
balance of the office supplies account, $200, and the value of the 
inventory, $150. An adjusting entry is made crediting the asset account 
Office Supplies for $50 and debiting the expense account Office Supplies 
Used for the same amount. The credit is recorded in the Adjust- 
ments Cr. column on the line with the office supplies account. Since 
the account Office Supplies Used does not appear on the trial balance, 
it is written in the Name of Account column on the fii’st line below the 
trial balance totals, and the debit is recorded in the Adjustments Dr. 
column. 

(b) As 1/12 of the prepaid insurance of $120 has e.xpired, the value 
of tile asset Prepaid Insui'ance has decreased by $10 and insurance 
e.xpense of $10 has been incuired. The adjusting entry shown on the 
work sheet therefore credits Prepaid Insurance for $10 in the Adjust- 
ments Cr. column and debits Insm-ance Expense for a like amount in 
the Adjustments Dr. column. Since the account title Insm-ance Ex- 
pense does not appear on the trial balance, it is vnitten in the Name of 
Account column on the first available line. 

(c) Salaries owed at the end of the month amount to $100. The 
salaries e.xpense account is therefore increased by a debit of $100 in the 
Adjustments Dr. column and the salaries payable account is credited 
for $100 in the Adjustments Cr. column. Since the account title 
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These salanes were charged to the salanes expense account At the 
end of the month he owed his employees for the salanes that they had 
earned since the last payday It was therefore necessary to make an 
adjustment debiting the expense account Salanes Expense for the 
salanes that had been earned by the employees but not paid to them 
and crediting the liability account Salaries Payable for the salanes 
that were owed After this adjustment was made, the salanes expense 
and salanes payable accounts appeared as follows: 

Salaries Expense Salaries Payable 

$350 Adjustment $100 

350 

Adjustment 100 


The first two debits in the salanes expense account were the bi- 
weekly payments of $350 each By reference to the payroll, it was found 
that the salanes earned between the last payday and the end of the 
month amounted to $100 The salanes expense account was therefore 
debited for $100 and the salanes payable account was credited for the 
same amount After this adjustment the salanes expense account 
showed a debit balance of $800, the actual expense for the month to be 
reported on the profit and loss statement, and the salanes payable 
account showed a credit balance of $100, the amount to be reported 
on the balance sheet as a liability 

Business operations, as distinct from business transactions, are 
continually affecting items recorded in ledger accounts Supplies are 
used insurance expires, wages and salanes accrue All these effects of 
operations on account balances are recogmzed at the time the account- 
mg statements are prepared This procedure avoids the necessity of 
recording currently the internal iransad.%ons that affect account bal- 
ances Adiuatment procedure is a lo^cai lahor-saviug device that 
records m one amount all the internal transactions of an entire penod 

THE DONALD CALVIN The adjustments discussed on the preceding 
pages of this chapter provide the account 
balances that are needed for the profit and loss statement and the 
balance sheet But before the adjustments are actually recorded in 
the accounts themselves, it is usually customary to prepare a form 
known as a tcorfc sheet The use of the work sheet helps to avoid the 
possibility of an adjustment being overlooked It also provides a 
proof of the accuracy of the work and arranges all data m a logical 
form for the preparation of the statements 
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Salaries Payable does not appear on the trial balance, it is written in 
the Name of Account column on the first blank line. 

Corresponding entries in the Adjustments columns are designated 
by the same letter for the convenience of those using the work sheet. 
The need for such designating letters will be more apparent in later 
work sheets having many adjustments. G ^ 

In order to prove the accuracy of the amounts entered in the Adjust- 
ments columns, these columns should be totaled. When this is done, 
the totals are found to be $160. If the two columns are not in balance, 
the entries should be checked until the error is discovered and corrected. 


The Trial Balance columns and the Adjustments columns now 
contain all the information required to prepare the profit and loss 
statement and the balance sheet. To facilitate transfer of this informa- 
tion to the proper profit and loss statement and balance sheet columns, 
it has been found helpful to combine the first four columns into a new 
pair of columns headed “Adjusted Trial Balance.” 

Each item appearing in the Name of Account column is carried 
over into the Adjusted Trial Balance columns. Cash is carried over 
to the Adjusted Trial Balance Dr. column without change, because 
this amount has not been adjusted. The other current and fixed asset 
accounts — Accounts Receivable, Automobile, Office Equipment, and 
Library — are treated likewise. In the case of Office Supplies and Pre- 
paid Insurance, the credit amounts in the Adjustments Cr. column 
are subtracted from the debit amounts in the Trial Balance Dr. 
column, and the net figures, $150 and $110, are carried over into the 
Adjusted Trial Balance Dr. column. 

This procedure is followed until the Adjusted Trial Balance columns 
contain every item in the original trial balance and all the adjustments. 
The Adjusted Trial Balance columns are then totaled and ruled as 
shown in the illustration to prove that, after the adjustments have 
been made, the debits are still equal to the credits. 

The amounts in the Adjusted Trial Balance columns are then 
transferred to the proper columns under “Profit and Loss Statement” 
and “Balance Sheet.” The asset items are transferred to the Balance 
Sheet Dr. column; the liability and capital items, to the Balance 
Sheet Cr. column. The balance of the proprietor's personal account 


represents a deduction from proprietorship and is therefore e.xtended 
into the Balance Sheet Dr. column. 

All the other items on the original trial balance represent incom^ 
and expenses and are therefore e.xtended into the Profit and hSd/. 
Statement columns. Since th^ w 
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represents income, it is entered in the Profit and Loss Statement Cr. 
column The amounts of Salaries Expense, Rent Expense, Automobile 
Expense, and Miscellaneous Expense represent expenses and are there- 
fore extended into the Profit and Loss Statement Dr column. 

The first two items entered on the work sheet below the original 
tnal balance are expense items and are therefore extended into the 
Profit and Loss Statement Dr column The last item, Salanes Pay- 
able, IS a liability and is extended into the Balance Sheet Cr. column 
After all the amounts have been extended into the Profit and Loss 
Statement columns and the Balance Sheet columns, these columns are 
totaled The difference between the total of the Profit and Loss State- 
ment Dr column, $1 280, and the total of the Profit and Loss State- 
ment Cr column, $1,700, is the amoimt of the net profit for the penod 
The net profit of Calvin is therefore $420 If the work sheet has been 
completed correctly, this amount, $420, is also the difference between 
the total of the Balance Sheet Dr column and the total of the Balance 
Sheet Cr column, because the increase in the propnetorship dunng the 
penod plus the withdrawals should equal the profit for the penod 
In other words, the profit for the penod $420, is made up of $300 of 
dra\vings plus $120 increase m propnetorship 

The amount of the profit, $420, is added to the total of the Profit 
and Loss Statement Dr column to show that the expenses plus the net 
profit are equal to the total of the Profit and Loss Statement Cr 
column The same amount, $420, is then added to the total of the 
Balance Sheet Cr column The sum obtained by this addition is equal 
to the total of the Balance Sheet Dr column 

The totals of the four columns under the headings “Profit and Loss 
Statement” and “Balance Sheet” are brought down to the same line, 
and the columns are ruled with double lines The work sheet has now 
been completed and can be used m the preparation of the statements. 

Since the work sheet is, as its name implies, used to assist in record- 
ing adjustments and in preparing data for the profit and loss statement 
and the balance sheet and is not a principal statement itself, it is 
customary to prepare it in pencil It is not a formal statement and is 
not submitted to the proprietor or otiiers interested in the business 

profJt^ahd^loss^'^ statement for Donald 

STATEMENT Calvin for the month ended October 31 may 

now be prepared from the work sheet All 
the figures required are obtained from the Profit and Loss Statement 
columns. The profit and loss statement is shown on the opposite page 
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Profit and Loss Statement 


The profit and loss statement shows Salaries Expense to be 47 per 
cent ($800-^$l,700). This is almost haK the total income and may 
indicate the need for additional business or part-time employment for 
one of the employees. The percentage of gross income retained by 
Donald Calvin, C.P.A., is approximately 25 per cent ($420 ^$1,700). 
This is probably due to the fact that October is the fii'st month of oper- 
ations and the volume of professional fees is just getting started. 
Mr. Calvin should watch carefully in the following months for favor- 
able changes in these percentages. 

The amount of Miscellaneous Expense is, perhaps, too large in 
compainson with other expense items. It would be advisable to make 
an analysis of the $180 of miscellaneous expense and to set up one or 
two specific expense accounts to provide more explicit information. 

THE DONALD CALVIN The data for the Donald Calvin balance sheet 
BALANCE SHEET aj.g shown in the Balance Sheet columns of 

the work sheet. All of the items appearing on the balance sheet, to- 
gether with the coinect amounts, are available in these columns. The 
balance sheet prepai’ed from these data is shown on page /6. 

It should be noted that, for balance sheet purposes, the amoimts 
owed to creditors are shown as one item. Accounts Payable. Examina- 
tion of other balance sheet items ^vill show that most of them represent 
groups rather than separate details. Office Equipment, Library, Office 
Supplies, and Salaries Payable, for example, stand for sei ei al individual 




items In later chapters the accounting for a deftailed record will be 
explained 

The form of balance sheet used previously is known as the accomi 
form The form used in the balance sheet illustrated above is known 
as the report jorm The two forms are much the same, except that 
in the account form the habihties and the propnetorship are written 
at the right of the assets, while in the report form they are written 
below the assets The account form usually requires a very wide 
form or a double page, especially when account titles are long and 
amounts are large IVhen a wide form is undesirable, the report form 
IS used 
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^I^ACCOUNT^^ principal classes of accounts to be found 

in the ledger have been presented in this and 
the preceding chapters. The number of accounts in the ledger is deter- 
mined by the number of items on the balance sheet and the profit and 
loss statement. The order of accounts in the ledger should agree with 
the order of items on the accounting statements. 

The chart of accounts presented in the illustration on this page 
shows the five major classes of accounts for the service business illus- 
trated in this chapter. Under each major classification are shown the 
minor classifications. The accounts are identified with each minor 
classification. 


The fii'st three classes provide for the recording of transactions 
affecting items on the balance sheet; the last two classes, for the re- 
cording of transactions affecting items on the profit and loss statement. 
The first three groups are permanent, lasting as long as the business. 
The last two groups are temporaiy because they are closed at the end 
of each accounting period; their existence is therefore limited to the 
length of the accounting period. 


Balance Sheet Accounts 

1. Asset Accounts 

1. Current Assets 

1. Cash 

2. Accounts Receivable 

2. Fixed Assets 

1. Automobile 

2. Office Equipment 

3. Library 

3. Deferred Charges to Expense 

1. Office Supplies 

2. Prepaid Insurance 

2. Liability Accounts 

1. Current Liabilities 

1. Accounts Payable 

2. Salaries Payable 

3. Proprietorship Accounts 

1. Donald Cahdn, Capital 

2. Donald Calvin, Personal 

3. Profit and Loss Summary* 


Profit and Loss Statement Accounts 

4. Income Accounts 

1. Professional Fees 

5. Expense Accounts 

1. Operating Expenses 

1. Salaries Expense 

2. Rent Expense 

3. Automobile Expense 

4. Office Supplies Used 

5. Insurance Expense 

6. Miscellaneous Expense 


Chart of Accounts for Donald Calvin, C.P.A. 


*Tho use of the profit and loss summary account is discussed and illustrated in Chap- 
ter VI. 
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1. Some wnters call expenses “expired assets “ Explain this term by the 
use of two examples used in this chapter 

2. Assume that a business pays salaries on Saturday and that the salanes 
for all days are the same If sales salanes are $300 weekly and office 
salanes are $180 weekly, what adjustments are needed when the Leal 
period ends on Tuesday’ on Monday? on Thursday? 


3. Give the adjustments indicated by the following information: 



Store 

Prepaid 

Prepaid 

Office 

Sales 

Office 


Supplies 

Rent 

Insurance Supplies 

Salanes 

Salanes 

Balance, August 1 

$250 


$360 

$100 



August transactions 

32o 

$600 

210 

175 

$500 

$300 

On hand, August 31 
Unpaid, August 31 

ZOO 

o<W 

40^ 

90 

150 

50 


4. The following accounts from the ledger of W H Bell contam trans- 
actions for the month of October of the current year: 


Cash Prepaid I\slrasce Sales 


fa) 

6,000 

(b; 

2,200 

(C) 500 



(d) 8,O0() 

(d) 

8,000 

(e) 

500 







750 







m 

4,000 

i 






(g) 

250 









W H Bell Capital 

Salaries 

Expense 






fa) 6,000 

1 

(f) 4,000 



Supplies 
(b) 2,200 I 


W H Bell, Personal 
Tg) 2^01 


Misc Expenses 
(e) 760 I 


(a) TVTiat are the transactions recorded in the accounts? 

(b) Prepare a ten-column work sheet using the following data: supplies 
inventory, October 31, $400, prepaid msurance, $450; salves 
payable, $400. 

5. (a) In Question 4, what new accounts would you suggest that W H. 
Bell might set up? (b) What per cent of gross sales does he retam for his 
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1. The balances in the ledger accounts of Robert Bums, D.D.S., on 
December 31 of the ciUTent j'^ear are: 

Cash $9,150 

Accounts Receivable . . . 5,000 

Dental Supplies 1,000 

Prepaid Insurance 450 

Robert Burns, Capital 2,000 

Adjustments: 


Dental supplies on hand $350 

Insurance expired 250 

Nurses’ salary payable 20 


Instructions: (1) Prepare a 10-column work sheet for the yearly period. 
Identify corresponding debits and credits in the Adjustments columns vith 
the same letter. 

(2) Prepare a profit and loss statement and a balance sheet in report form. 

2. The balances in the ledger accounts of Fred Morrison, who operates 
the All Nations Employment Agency, are as follows on January 31 of the 
current year: 

Cash $ 600 

Office Equipment 500 

Prepaid Rent 450 

Office Supplies 150 

Fred Morrison, Capital. . . . 1,000 

Adjustments at the end of one month's operations: 


Accrued fees (debit Fees Receivable) $250 

Salaries payable 30 

Prepaid rent 300 

Office supplies on hand 125 

Advertising payable to newspapers (debit Advertising Expense, 

credit Accounts Payable) 75 


Inslrnciions: (1) Prepare a 10-column work sheet for the monthly period. 
Identify corresponding debits and credits in the Adjustments columns vith 
the same letter. 

(2) Prepare a profit and loss statement and a balance sheet in account 
form. 

3. The balances in the ledger accounts of George Baldwin, owner of the 
Baldwin Garage, on April 30 of the current year are as follows: 

Cash § SOO George Baldwin, Capital ... . $3,290 

Accounts Receivable 300 Sales 2,400 

Garage Equipment 3,500 Labor Expense 740 

Garage Supplies 1,000 Miscellaneous Expense 100 

Accounts Payable 750 


Fred Morrison, Personal $ 400 

Pees 1,400 

Salaries 240 

Misc. General Expense 60 


Professional Fees . . $25,000 

Laboratory Expense . 4,500 

Rent Expense 3,600 

Nurse’s Salary 3,100 

Misc. General Expense 200 
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Adjustments required at the end of one montn s operanons are rent 
paj’able, 10% of sales, labor pajable $60, miscellaneous expenses accrued 
(credit Accounts Payable) $40, garage supplies on hand, $580 

Instructions (1) Prepare a 10-column work sheet for the monthly penod. 
Identify corresponding debits and credits m the adjustment columns witn the 
same letter 

(2) Prepare a profit and loss stateroent and a balance sheet in report Iona. 

(3) (a) What per cent of sales 13 labor expense’ 

(b) What percentage of gross mcome is retained by Mr Baldwin’ 

^ On July 1 of the current year Nathan Fme opened a 24 hom* cash and- 
carrj dry cleaning senice The accounts in his ledger were as follows 
Cash Jlachinery and Equipment Dry Cleanmg Supplies, Prepaid Rent, 
Prepaid Insurance, Notes Pajable, Accounts Payable, Nathan Fme, 
Capital, Sales, Labor Expense, Power Expense, Miscellaneous Expense 

During the month of July the following transactions were completed 

(a) In\ ested $2,000 cash 

(b) Purchased machinery and equipment for $5,000, giving $500 cash 
and a note payable for the balance 

(c) Paid cash for two months rent $300 (debit Prepaid Rent) 

(d) Purchased insurance on account, $360 (credit Accoxmts Pajable) 

(e) Paid cash for drj cleaning supplies $160 

(f) Cash sales for do cleaning services Julj 1 to 15 $650 

(g) Made a $500 payment on the note paj able — see transaction (b) 
Purchased do cleanmg supplies on account, $225 (credit Accounts 
Paj'able) 

(i) Paid insurance in full, see transaction (d) 

(j) Cash sales for dry cleaning services for balance of month, $700 

(k) Paid $15 cash for telephone and miscellaneous expenses and $45 
cash for electncity and power 

(l) Paid monthly wages, $600 


At the end of the month the following adjustments were required: 
Dry cleanmg work completed and not jet picked up and paid for 
by customers (debit Accounts Receu able) $150 

Dry cleanmg supplies on hand 175 

Insurance used up 30 

Rent — see transaction (c) 


Instructions (1) Record the foregoing transactions in ‘ T ’ accounts. 
Identify correspondmg debits and credits by the letter given for that trans- 
action 

(2) Prepare a trial balance as of July 31 m the first two columns of a 
10-column work sheet. 

(3) Complete the 10-column work sheet. 

r**»^4) Prepare a profit and loss statement and a balance sheet in report form. 
(5) (a) What per cent of sales is labor expense’ 

(b) What percentage of gross income is retamed by ilr Fine’ 



CHAPTER VI 

THE ACCOUNTING CYCLE 


BOOKKEEPih^^^^ Previous chapters have explained how the 

transactions perfonned by a business may be 
analyzed and how their effect on the financial condition of the business 
is recorded in accounts. Emphasis has been placed on the analysis and 
the summary of business transactions. The recording phase, sometimes 
called bookkeeping, will be stressed in this chapter. Through book- 
keeping, accounting must provide a complete record so that no im- 
portant event in the history of the business is omitted. This objective 
requires bookkeeping records beyond those ab-eady presented. 

In the first place, the information that can be recorded in the 
account is meager. Since the account is a means by which information 
is sumiharized and classified, it does not give details. If the account 
were expanded to show all the details that might be desired, it would 
serve less well as a device for classifying and summarizing, which are 
its two chief functions. 

Again, if transactions ai'e recorded directly in accounts, eiTors made 
in the record cannot be con’ected easily. As the debit and the credit 
resulting from a transaction ai’e recorded in different accounts, a 
wrong amount entered in an account, or a debit or a credit placed on 
the wrong side of an account, is difficult to locate. 

Finally, it is difficult and tedious to enter transactions one by one 
in accounts. In a large business this method of recording transactions 
is impossible, for only one person at a time can conveniently work on a 
ledger and many employees are required to make a record of all the 
transactions of such a business. 

For these reasons it is customaiy to make a preliminary record of 
transactions before they are entered in accounts. Such a record is 
called a record of original entry. It shows the debits and the credits 
resulting from transactions and gives the descriptive data necessary to 
provide a permanent explanation of the transactions. From time to 
time the debits and the credits entered in the record are transferred 
to the accounts in the ledgers, winch in turn constitute the basis of 
the accounting reports. 

\\Tien business transactions are recorded in sequence as they occur 
in a single record of original entry, that record is called a general 
jo^irnal. It possesses the advantage of a perfect chronological record 
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of the transactions of a business All the business of a day is recorded 
together so that it is easy to measure the transactions of any given day 



An entry is recorded m the general journal in the following manner 
The year is written in small figures at the top of the first column 
It IS not wntten again on a page unless the year changes 

The month of the first transaction is wntten on the first line in the 
first column at the extreme left The name of the month is entered 
again only at the top of a new page or at the beginning of a new month 
The day of each transaction is wntten in the second column on the 
first line used by each transaction It is repeated for each transaction 
regardless of the number of transactions completed on the same day 
The names of the accounts to be debited and credited and the 
explanation of the transactions are written in the Description column 
The account to be debited is written first The account to be credited 
IS wntten on the following Ime and is indented about one half inch 
The explanation of the transaction is wntten on the next Ime and is 
indented about one inch 

The explanation should descnbe the transaction sufficiently to 
justify the accounts debited and credited It should also contain any 
essential information relating to the transaction not othenvise recorded 
by the entry 

The debit amount is wntten m the Debit Amount column opposite 
the name of the account debited The credit amount is wntten in the 
Credit Amount column opposite the name of the account credited 
No entry is made in the column headed “Post Ref ” (posting 
reference) at the time that the entry is made in the journal The debits 
and the credits will later be transferred to the proper accounts in the 
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ledger. At the time this transfer is made, the page on which the account 
appears in the ledger will be written in the Posting Reference column. 
This process is explained on page 84. 

The second transaction may be recorded in the journal on the line 
immediately below the first transaction. Many bookkeepers, however, 
prefer to leave a blank line between ti’ansactions. 

STANDARD FORM The “T” accounts used in Chapters IV and V 
OF THE ACCOUNT constructed in the simplest form possible. 

Wliile this form of account serves the major account purposes, it 
does not provide a complete record of all the infonnation that it is 
useful to show in an account. By adding special columns to the basic 
“T” account form, the standard i-uling is obtained. It is illustrated 
below; 
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Account with Several Entries 


The columns on both the debit and the credit side pro\dde for: 
(1) the date; (2) a brief explanation of the entr 3 ^ if it is desired; (.3) the 
page reference to the book of original entrj’^ in which the transaction 
was recorded ; and (4) the amount. 

Ledger paper may be purchased either vith or without the printed 
headings shown in this illustration. 

POSTING The process by which the debits and the 

credits recorded in the jouimal are transferred 
to accounts is called 'ijosling. It consists in transfening each amount 
in the Debit Amount column of the jouimal to the debit side of an 
account and in transferring each amount in the Credit Amount coliunn 
of the journal to the credit side of an account. The account to which 
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each item is to be posted may be determined from the title of the 
account stated in the journal All debit items may be posted first and 
then all credit items so that there will be less likelihood of posting items 
to the wrong side of accounts 

In posting a debit item to the ledger, it is customary to record the 
information in the following ordCT 

(1) The debit amount is entered m the Debit Amount column 

(2) The date IS entered in the Date column on the debit side If the 
entry is the first on that side of the account, the date consists of the 
year in small figures at the top of the first column, the month on the 
first line, and the day of the month in the second column The year 
and the month are not repeated on the same page unless they change 
or unless the books are ruled in a manner illustrated later m this 
chapter. The day of the month is recorded for each entry 

(3) The page m the journal from which the transaction is being 
posted IS recorded in the Posting Reference column m the ledger 

After these three details have been posted the number of the ledger 
page IS entered in the Posting Reference column of the journal on the 
line with the amount When the ledger page number appears m the 
Posting Reference column of the journal, it shows that all the details 
of posting this one item have been completed If the work of posting 
IS interrupted, this page number shows how much posting has been 
completed Entenng the journal page m the ledger and the ledger 
page in the journal also provides a convement cross reference between 
the ledger and the journal that is often useful 

A credit item is posted to the ledger m exactly the same way as a 
debit item, except that the amounts are entered on the right or credit 
side of the account instead of on the left or debit side 


ILLUSTRATIONS OF 
THE JOURNAL AND 
THE LEDGER 


On November 1, Edward Mills invested $600 
in cash $300 in accounts receivable, $1 200 
in repair equipment, and $400 in supplies in 


a service business that he named Reliable Repairs This investment 


may be recorded in the journal by four simple journal entries, the first 


debiting Cash and crediting Edward Mills Capital, the second debiting 
Accounts Receivable and crediting Edward Mills, Capital, the third 


debiting Repau- Equipment and crediting Edward Mills, Capital, 


and the fourth debiting Supplies and crediting Edward Mills Capital 
The preferred method, however, is to make a single entry debiting 
the four asset accounts and crediting the propnetorship account for 
the total Such an entry js called a compound journal entry and is 
illustrated on the opposite page 
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Compound Journal Entry 


If there had been a claim outstanding on the assets invested by 
Mills, the journal entry would have shown the values of the assets in 
the Debit Amount column; the amount of the liability in the Credit 
Amount column, and the difference between the values of the assets 
and the amount of the liability, which would represent the proprietor- 
ship, in the Credit Amount column. 

After making the investment. Mills completed the following trans- 
actions during November: 

1. Paid $300 rent on a lease rental contract, the pajonent representing 

three months’ rental. _ 

2. Bought additional repair equipment on account from Simpson Equip- 
ment Co. for $1,000. 

4. Received $150 in cash from customers in payment of their accounts. 

5. Paid $300 cash to Simpson Equipment Co. to apply on the $1,000 
owed them. 

14. Paid assistant $120 for two weeks’ labor. 

15. Recorded receipt of $400 cash from sales of services for the first half 
of November. 

17. Purchased additional supplies for cash, $200. 

28. Paid assistant $120 for two weeks’ labor. 

30. Paid telephone, light, water and other miscellaneous bills for the 

month, $60. ... ,. 1 . j 

80. Recorded receipt of $700 cash from sales of services for the second 

half of November. 

30. Withdrew $300 cash from the business for personal needs. 

The illustration on psges 86 and 8f shows the journal after the 
foregoing transactions have been recorded and posted to the ledger. 
The entries as they were first made did not include the page numbers 
of the accounts shown in the Posting Reference column, these page 
numbers were entered at the time the items were posted. 
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General Journal 


The ledger accounts after the posting of the general journal on 
pages 86 and 87 are shown on pages 88 and 89. Tracing each entr>’- 
from the journal to the ledger accounts wll give a clear underatanding 
of the pi'ocess of posting. 

Each account is a sepai-ate page in the ledger. Observe that the 
page nmnber is given at the i\pper right of each account. The pages 
in this ledger are numbered consecutively, but pages 7, 10, 13, and 14 
are not shovm in this illustration. These pages are reserved for ac- 
counts that the bookkeeper knows will be required later. These accounts 
are illustrated later in this chapter. 
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THE TRIAL BALANCE As the first step m preparing the tnal bal 
AND THE WORK SHEET accounts having two or more debits 

or credits are footed For accounts having both debits and credits 
the balance is entered Observe m the illustration on page 88 that m 
the cash account the debit and the credit amount columns are totaled 
The totals called pencil footings are entered m small pencil figures 
immediately below the last entry on each side so that the footings will 
not interfere with an entry made on the followng line The difference 
between the debit footing and the credit footing is the balance It is 
entered in small penal figures in the Items column of the account on a 
line with and on the same side as the larger of the two footings Observe 
that in the cash account the debit footing is larger than the credit 
footing and therefore the balance of $450 is entered in the Items column 
on the debit side This balance is the amount that is to be entered on 
the trial balance 

The repair equipment, supplies sales and labor expense accounts 
are also footed but the balances are not entered m the Items columns 
as each account contains entnes on one side of the account only and 
therefore the footing is the balance Accounts such as the accounts 
receivable account on page 88 having only one debit and one credit 
are not footed but the balance is entered in the Items column Ac 
counts such as the prepaid rent account that contain only one entry 
are not footed and the balance is not entered m the Items column 
because the amount of the entry is the amount of the balance 

The trial balance of Reliable Repairs taken at the end of November 
IS shown below 
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After the prepai’ation of the trial balance, information for the 
adjustments is obtained and a work sheet is prepared (see page 92). 
The infomation for the adjustments is as follows: 


Rent expired in November $100 

Inventory of supplies, November 30 320 

Due assistant for November 29, 30 20 


Prom the foregoing information, the following adjustments ai’e 
recorded in the Adjustments columns of the work sheet; 

(a) Since tlnee months’ rent w’as represented by the payment on 
November 1, the asset accoimt Prepaid Rent w^as debited. On Novem- 
ber 30, one third of the prepaid rent has become an expense. This is 
entered on the work sheet by wTiting Rent Expense below the trial 
balance items and debiting it for $100. The credit enriy of $100 is 
wiitten in the CTedit column on the same line with Pi’epaid Rent. 

(b) Tlie inventory taken of the supplies shows that the supplies 
at the end of the fiscal period ai’e worth $320; therefore supplies worth 
$280 have been used. The exiiense resulting from the use of the supplies 
is entered on the wmrk sheet by debiting the expense account Supplies 
Used for $280. The decrease in the value of the asset Supplies is 
entered by crediting that account for $280. 

(c) Since wages are paid biweekly on Mondays and since the month 
of November ends on Wednesday, the assistant has earned two days’ 
wages since his last payment and up to the end of the month. This 
wage that has accrued but that is not yet due is a proper addition to 
the labor expense of November and constitutes a current liability on 
November 30. The adjustment entry designated (c) increases the 
operating expenses and sets up the liability. 

After the adjustments have been recorded in the Adjustments 
columns of the work sheet, the adjustments are combined with the 
original trial balance to proxdde the adjusted trial balance. The figm-es 
in the Adjusted Trial Balance columns are then extended into the 
Profit and Loss Statement and Balance Sheet columns. The difference 
between the total of the Profit and Loss Statement Ci'. column and 
the Profit and Loss Statement Dr. column is foimd to be $400, the net 
profit for the month. The coirectness of the work is proved by the 
fact that this amount is also the difference between the totals of the 
Balance Sheet Dr. and Ci’. columns. The net profit from operations is 
then added to the Profit and Loss Statement Dr. column and to the 
Balance Sheet Cr. column, and all columns are iniled in the manner 
shown. 
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PROFIT AND LOSS 
STATEMENT 


The profit and loss statement for Reliable 
Repairs for the month ended November 30 


may now be prepared from the work sheet. All the figures required for 
the profit and loss statement are obtained from the Profit and Loss 


Statement columns of the work sheet. The profit and loss statement 
prepared from the work sheet is shown below: 

t 



BALANCE SHEET The data for the Reliable Repah-s balance 

sheet are shown in the Balance Sheet columns 
of the work sheet. All of the items appearing on the balance sheet, 
together vnth the correct amounts, are available in these columns. The 
balance sheet prepared from these data is sho\vn on the follovnng page. 
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ADJUSTING ENTRIES At the end of a fiscal period, after the work 
sheet, the profit and loss statement, and the 
balance sheet ha\e been prepared, the accounts m the ledger may be 
adjusted so that they wdl show the same information as the state- 
ments The ledger of Edward Mills, illustrated on pages 88 and 89, 
shows the total payments for supphes, prepaid rent, and labor ex- 
pense It does not, however, show all of the expenses that are ap- 
phcable to this particular period; neither does it show the net profit 
or the propnetorship at the end of the penod 
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The adjusting entries shown on the work sheet on page 92 must 
be recorded in the appropriate accounts. Jouimal entries for these 
adjustments are therefore prepared from the data in the Adjustments 
columns of the work sheet. These entiles are then posted to the 
ledger accounts. 

The adjusting entries for Reliable Repairs are shoivn below. It 
wll be observed that the debits and the credits in these journal entiies 
ai-e the same as those in the Adjustments columns of the work sheet. 


GENERAL JOURNAL J 



Adjusting Entries 


The ledger accounts affected by the adjusting entries are shown 
on the following page. It should be noted that each adjusting entrj’’ 
adds a new account in the ledger. Three ne\v accoimts, Rent E.v- 
pense, Supplies Used, and Wages Payable, are added by the three 
adjusting entiies. 
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Accounts to Which Adjusting Entries Have Been Posted 


CLOSING ENTRIES The information recorded in the income and 
expense accounts of Reliable Repairs should 
be brought together in a single account in order to determine the net 
profit or the net loss for the period. This account is called Profit and 
Loss Summary because it contains in one account all of the income, 
cost, and expense data. The information in the individual income and 
expense accounts is transferred to the profit and loss summary account 
by means of closing entries. 

The work sheet of Reliable Repmrs shows that this business has 
only one income account, Sales. The credit balance of this account is 
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transferred to the credit side of the profit and loss summary account 
by the following journal entry: 


JO 




//i f / 0 0\0 ( 7 . 


/! 0 0\0 

! 


Closing Entry for Income 


The debit balances of the various cost and expense accounts shown 
in the Profit and Loss Dr. column of the work sheet are transferred to 
the debit side of the profit and loss summary account. This may be 
accomplished by a compound entry in which Profit and Loss Summary 
is debited for the total of all expenses and the individual expenses are 
credited for the amounts transferred from those accounts. Such an 
entry is illustrated below: 


JO 






/ 0 \\ 

/^,l 

/s / 

,, 

(I 


Closing Entry for Expenses 


7 0 0 


00 \ 


z C o\o 
G 0\0 
/ oo \p 
z rop 


I 


The ledger accounts to which these closing entries are posted are 
shown on page 98. 

It is now desirable to transfer the net result of business operations 
from the profit and loss summary account to the proprietor’s personal 
accoimt. The latter account will then show the net increase or decrease 
in the proprietorship. 

The amount of the net profit for the fiscal period, as shown by the 
work sheet, is $400. This amount is also the balance of the profit and 
loss summary account. This increase in proprietorship is transferred 
to the personal account by a credit to that account and a debit to the 
profit and loss summary account. The personal account then has a 
credit balance of $100, which is the net increase in the proprietorship. 
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Ledger Accounts to Which Closing Entries for Income 
and Expenses Hare Been Posted 

If it is assumed that the credit balance of $100 in the personal 
account will probably be withdrawn in the near future, the balance 
may be permitted to remain in the personal account. If? on the other 
hand, the balance is assumed to represent a relatively permanent 
change in capital, it may be transferr^ to the capital account 
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The journal entries required to transfer the balance of the profit 
and loss summary account to the personal account and the balance of 
the personal account to the capital account, and the accounts after 
the entries have been posted, are as follows; 
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Closing Entries for the Profit and Loss Summary and 
Personal Accounts and the Accounts after Posting 


BALANCING AND Since the amounts entered in temporary pro- 

RULING THE ACCOUNTS pnetorship accounts represent increases or 
decreases in the proprietorship during a particular fiscal period, they 
must not be mixed \vith amounts applicable to the follo\ving period. 
Such a confusion of data would make difficult the preparation of the 
profit and loss statement for the latter period. Therefore, after the 
accoimts have been adjusted]and closed, the debits and the credits on 
each side of each temporary proprietorship account are totaled. The 



100 


ACCOUNTING PRINCIPLES 


lCh.6 


totals are entered on the same line, and double rules are drawn under 
the totals and across all columns except the Items columns. Note the 
sales account on page 103* 

If a temporary proprietorship account has only one debit and one 
credit, it is not necessary to entra- totals; the double lines are drawn 
immediately under the entries. Note the supplies used account on 
page 103. 

When accounts are ruled with double lines, it is understood that 
all amounts above these lines are to be ignored in accounting for future 
fiscal periods. 

For the convenience of the bookkeeper in using asset, liability, and 
proprietorship accounts, these accounts may be balanced. It is, how- 
ever, unnecessary to balance accounts with a single entry (see Wages 
Payable, page 102) or where the items are all on one side and the pencil 
footing shows the balance (see Repmr Equipment, page 101). To 
balance an account, the bookkeeper proceeds as follows: 

(1) Adds the balance of the account to the smaller side. To indicate 
that this amount is not posted from a book of original entry, the word 
“Balance” is written in the Items column and a check mark is placed 
in the Posting Reference column. 

(2) Records the totals of the two sides, which are now equal, oa 
the same line. 

(3) Rules the account as if it had been closed. 

(4) Brings down the balance of the account on the side that was 
originally the larger. To show that this amount is the balance brought 
down from above and is not a new entry, the word “Balance” is 
written in the Items column and a check mark is placed in the Posting 
Reference. 

After the accounts have been balanced and ruled, the ledger of 
Reliable Repairs appears as shown on pages 101 to 103. 

THE POST-CLOSING The ledger of Reliable Repairs has now been 

TRIAL BALANCE adjusted, closed, and ruled. The balances 

of the accounts remaining open represent assets, liabilities, and pro- 
prietorship. All income and expense accounts, which served as tempo- 
rary proprietorship accounts, have been closed. The amounts in these 
closed accounts will not be used in future reports; they may be used, 
how’ever, in obtmning information regarding past increases or decreases 
in proprietorship. A post-clodi^ trial balance is then prepared to 
make certmn that the open accounts in the ledger are in equilibrium 
and are ready for the entries of the new fiscal period. This post-cloring 
trial balance is shown on page 104. 




Ledger After the Accounts Hare Been Adjusted, Closed, Balanced, 

and Ruled 
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With the exception of the propnetor s accounts the items and the 
amounts shown m the post closing tnal balance are the same as those 
shown in the last pair of columns on the work sheet Closing the ledger 
consists in consolidatmg all income and expense accounts for the past 
penod with the capital and personal account balances, thus setting 
up the new capital 

THE BOOKKEEPING This chapter and the two preceding chapters 
have presented the sequence of bookkeeping 
procedures beginmng with transactions and concluding wth the post 
closing tnal balance This sequence of procedures is frequently referred 
to as the bookkeeping cycle or the accounftn^ cycle It will be made 
more evident in subsequent chapters, which deal with further descnp- 
tions of accountmg technique These formalized procedures are almost 
umversally followed m accountmg practice 

It IS advisable at this time to review the steps in the bookkeeping 
cycle An appreciation of these steps is prebnunary to an understand 
ing of accountmg pnnciples For convemence these steps are presented 
m eight parts as follows 

1 Journalizing Recording transactions m the journal 

2 Posting Transferring the entries m the journal to the 

ledger 

3 Taking a tnal balance Summarizing the ledger accounts 

4 Determining the necessary Calculatmg accounting information not re 

adjustments corded currently 

5 Prepanng the work sheet Classifying information on columnar paper 

6 Preparing the accountmg Prepanng the profit and loss statement and 

statements. the balance sheet from the work sheet. 
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7. Adjusting and closing Recording the adjusting and closing entries in 

the books. the journal and posting them to the ledger; 

closing, ruling, and balancing the accounts. 

8. Taking a post-closing Proving the accuracy of closing the books. 

trial balance. 

The items listed above constitute a cycle of accounting activities 
that are normally repeated each fiscal period. The first six steps may 
be repeated, without the last two steps, if it is desired to have interim 
statements without closing the boote. Frequently, such statements 
are prepared monthly, whereas the books are closed annually. If 
statements are prepared monthly but the books are closed annually, 
the profit or the loss shown on the profit and loss statement at the 
end of the year will be the profit or the loss for the entire year. If the 
profit or the loss for the last month of the year is desired, the profit or 
the loss for the previous eleven months, as shown by the interim state- 
ment, must be subtracted from the profit or the loss for the entire 
year. In this way there are monthly cumulative statements and also 
the statements for the last individual month. When the books are 
to be closed and made ready for the new fiscal year, it is necessary to 
add steps 7 and 8. 

Subsequent chapters mil deal with ex'tensions and modifications 
of these basic procedures; but these extensions and modifications will 
not change the fundamental nature of the eight steps here described. 


QUESTIONS 

1. If the same information is to be found in both the journal and the 
ledger, what distinguishes the two records? 

2. Would posting be accomplished more effectively by two bookkeepers 
working together or by one bookkeeper working alone? Explain your 
answer. 

3. Does an error in the trial balance prove that an error has been made 
(a) in journalizing? (b) in posting? (c) in summarizing the information 
recorded in the ledger? 

4. In making up his reports at the end of one fiscal period, R. C. Main 
failed to consider his inventories of office supplies, store supplies, and coal. 
Wlaat effect did these mistakes have on the profit reported for the period? 

5. F. H. Mason tells you that he can adjust and close his accounts more 
quickly by transferring an amount directly from one account to another 
than he can by using journal entries. Do you recommend that he make 
entries in the journal to adjust and close the ledger? 
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6. David Penn, a retail grocer, instructs his bookkeeper to keep the book- 
keeping records always up to date m order that they will not have to be 
adjusted at the end of the fiscal p^od. Is it possible for the bookkeeper 
to follow these instructions? 

7. At the end of a fiscal period Edward Neal prepares a trial balance, 
determines the additional information needed to prepare the statements, 
and prepares the statements, but he does not adjust and close the ledger. 
What effect will the omission of adjusting and closing have on the records 
for the next period’ 

8. Frank Burke closes his ledger at the end of each month so that his 
capital account will show the same proprietorship as that reported on the 
balance sheet at the end of the month Thomas Carling prepares a profit 
and loss statement at the end of each month, but he does not adjust and 
close the ledger until the end of the year (a) Which plan do you consider 
preferable’ (b) Will the monthly reporte of each merchant contam 
similar information’ 

9 Prepare adjusting entries for Question 4 of Chapter V, page 78 

PROBLEMS 

1. On March 31 of the current year the tnal balance of White’s Self- 
Service Laundry was as follows 

WHITE’S SELF SERVICE LAUNDRY 


Trial Balance 
March 31, 19 — 


Cash 

$1,420 


Prepaid Insurance 

360 


Richard White, Capital 


$ 500 

Sales 


1,500 

Power Expense 

200 


Miscellaneous Expense 

20 



$2,000 $2,000 


Data for end-of-month adjustments were as follows 
Expired insurance, $30 
Rent payable 

Store space, 10% of sales for month 
Laundry machines, 20% of sales for month 

(Make one entry debiting Rent Expense and crediting Rent Pay- 
able ) 

Instruclions’ (1) Record the tnal balance on a ten-column work sheet 

(2) Complete the work sheet for the month of March 

(3) Prepare a profit and loss statement and a balance sheet in report form 
from the work sheet. 
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(4) Record the adjusting entries in a general journal. 

(5) Record the closing entries, closing the profit directly to the capital 
account. 

2. Larry Scott is an insurance adjuster. His income consists of fees 
received from insurance companies for adjusting their claims. On May 1 
of the current year he moved his office to a building where his rent in- 
cluded desk space, telephone service, and secretarial service, and he 
opened a new set of books. 

Mr. Scott planned to maintain the following ledger accounts: Cash; 
Accounts Receivable; Automobile; Prepaid Rent; Supplies; Accounts 
Payable; Larry Scott, Capital; Larry Scott, Personal; Profit and Loss 
Summary; Fees; Rent Expense; Automobile Expense; Supplies Used; 
Miscellaneous Expense. 

During the month of May Mr. Scott completed the following trans- 
actions: 

May 1. Made an opening entry for the following assets and liabilities: Cash, 
$600; Accounts Receivable, $725; Automobile, $1,500; Supplies, $50; 
Accounts Payable, $60. 

2. Paid three months’ rent, $375. 

8. Collected accounts receivable, $425. 

10. Paid accounts payable in full, $60. 

12. Collected accounts receivable, $300. 

16. Billed fees for first half of month, $320. (Debit Accounts Receiv- 
able.) 

20. Withdrew $200 cash for personal use. 

24. Purchased supplies for cash, $15. 

31. Billed fees for last half of month, $480. 

31. Paid cash for miscellaneous expenses, $10. 

31. Received an invoice for $65 for automobile expenses for the month. 
(Credit Accounts Payable.) 

On May 31 the additional data for the adjustments were as follows; 

Prepaid rent, $250. 

Supplies on hand, $25. 

Instructions: (1) Open ledger accounts for all of Mr. Scott’s accounts. 
Number the accounts consecutively. 

(2) Record the transactions for May in a general journal and post to the 
ledger. 

(3) Take a trial balance of the ledger and enter it in the Trial Balance 
columns of a ten-column work sheet. 

(4) Complete the ten-column work sheet for the month ended May 31. 

(5) Prepare a profit and loss statement and a balance sheet in report form. 

(6) Record the adjusting and the closing entries in the general journal 
and post to the ledger. Close the personal account to the capital account 

(T) Total and rule the income and expense accounts. Balance the asset, 
liability, and proprietorship accounts. 

(8) Take a post-closing trial balance. 

t?. W August 1 of the current j^ear Robert Harris opened the li^Tiile-U- 
Wait Shoe Repair Shop. He maintained the following ledger accounts: 
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Cash, Store Equipment; Office Equipment, Store Supplies, Office Supplies; 
Prepaid Insurance, Notes Payable, Accounts Payable, Rent Payable, 
Salanes Payable, Robert Hams, Capital, Robert Hams,, Personal, Profit 
and Loss Summary, Sales, Advertiang, Sales Salanes, Store Supplies 
Used; Miscellaneous Sellmg Expense, Office Salanes, Rent Expense, 
Office Supplies Used, Insurance Expense, Miscellaneous General Expense 

The following transactions took place dunng August* 

Aug 1 Invested cash, $3 500 

1 Purchased store equipment for $9,000 and office equipment for $500, 
givnng $2 000 cash and a note payable for the balance 

2 Paid cash for advertising, $75 

3 Purchased store supplies on account, $721 80. 

5 Paid cash for office auppbea $65 50 

6 --Cash sales for the week, $420 75 

9 Paid cash for store suppbes, $118 33 
10 Paid cash for the premium on a one-year insurance policy, $120 
13 Paid cash $310 for biweekly salanes as follows sales salanes, $240, 
and office salanes, $70 
13 Cash sales for the week, $398 40 
16 Withdrew $150 for personal use 
18 Paid cash for miscellaneous eelbng expenses, $15. 

20 Cash sales for the week $438 50 
24 Purchased store supplies on account $201 87 
27 Paid cash, $310, for biweekly salanes as follows sales salanes, $240, 
and office salanes $70 
27 Cash sales for the week, $486 90 

29 Paid cash for telephone, utilities, and miscellaneous general expense 
for the month $75 

30 Withdrew $150 for personal use 

31 Cash sales for balance of month, $243 25 

On August 31 the additional data for the adjustments were: 

Store supplies on hand, $486 

Office supplies on hand $43 75 

Expired insurance, $10 

Rent payable, 6% of sales 

Salanes payable sales salanes, $120, office salanes, $35 

Inslrvxtions (1) Open ledger accounts for all of the accounts of the 
“Wnhe^^ait'Shoe "Repair "Shop '^Jumber the accounts consecutively 

(2) Record the transactions for August m a general journal and post to 
the ledger 

(3) Take a tnal balance of the ledger and enter it m the Tnal Balance 
columns of a ten-column work sheet 

Complete the ten-column work sheet for the month ended August 31 

(5) Prepare a classified profit and loss statement and a classified balance 
sheet m report form 

(6) Record the adjusting and the closing entries in the general journal 
and post to the ledger Do not close the personal account 

(7) Total and rule the mcome and expense accounts Balance the asseU 
'’ability, and propnetorship accounts 

fSl Take a nost-closme trial balance. 
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ACCOUHTIMG FOR The two types of businesses most commonly 
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lounci are personal service and merchandismg. 

A third type of business, manufacturing, while of great importance and 
reaching immense size, is smaller in number. In the previous chapters 
the accounting cycle was developed with reference to a personal 
service business. In this and in the chapters immediately following, 
the accounting cycle will be developed in terms of a merchandising 
or a trading business. 

The principal activity of a merchandising business is the bu3dng 
and selling of goods. Commonly, a certain tj^e of goods is assembled 
in a store for sale to customers. The merchandiser buys from various 
vendors the merchandise that he believes will increase his own sales. 

A considerable portion of the sales price of goods is represented 
by their cost to the merchandiser. The difference between the cost of 
goods sold and the selling price is called gross profit or margin. The 
operating expenses of the merchandising business must be kept within 
this margin if the merchandiser is to show a profit. It is clear that the 
factors entering into the amount of the cost of goods sold are of particu- 
lar importance to a merchandising business. 


NEED FOR ADDITIONAL All the transactions of a business may be 
/oyRNALS. recorded in the ordinary two-column journal, 

which was used in the previous chapter. Transactions are usually 
classified, however, according to their nature, and those that recur 
frequently are recorded in special journals. If purchases on accomt 
are made frequently, it will be advantageous to set up a special pur- 
chases journal. If notes payable are issued infrequently, there would 
be no advantage in a special notes payable journal and such transac- 
tions would continue to be entered in the general journal. 


The use of special journals has several advantages: 

(1) The amount of space required for the record of each transaction is 
reduced. When transactions are recorded in chronological order in 
the two-column journal, a rather complete explanation of each entry 
must be written. When transactions are classified, however, and 
all those of one kind are recorded in a separate hook, it is possible 
to avoid repeating much information that is the same in all cases. 
The record can therefore be made much briefer, and a great amount 
of labor can be eliminated in joumaliaing the transacdons. 
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(2) It facilitates the division of labor necessary in a large organization 
If the transactions are recorded m different books of original entry, 
one clerk may record nothing bnt sales, another, nothing but pur- 
chases another nothing but cash receiptSj and still another, nothing 
but cash payments 

(3) The number of postings to ledger accounts is materially reduced 
For example, instead of posting individual items to the credit of the 
sales account one posting of tiie total amount is made at the end of 
the month Since special journals are restricted to transactions of 
a single type it is possible to post the total of each special journal 

An analysis of the transactions m the typical merchandising busi- 
ness shows that the following transactions occur most frequently and 
therefore call for special journals 

(1) Cash Receipts -Cash Receipts Journal 

(2) Cash Payments Cash Payments Journal 

(3) Sales on Account Sales Journal 

(4) Purchases on Account Purchases Journal 

"While most of the transactions may be recorded m one of the 
special journals, there wU remain a few that must still be recorded m 
the general journal, descnbed m the previous chapter 

CREDIT PERIODS AND If a merchandiser is allowed a period of time 
CASH OfscoUHTS p^y fgj. purchased, he is able to 

increase the volume of his business because he can make payment for 
these goods out of the proceeds of his resale of the merchandise Such 
a penod is called a credit period The time of credit specified m a trans- 
action IS known as the credit terms of that transaction Credit transac- 
tions are numerous in the conduct of businesses because they tend to 
increase the total volume of business of the community The granting 
of credit also makes payment more convement for the buyer 

In extending credit to buyers, businessmen make the credit terms 
definite m order to promote better understmiding of the arrangement 
The time allowed for payment is therefore made a part of the purchase 
rsi thA sale, tra,v.sas.t’/an ThA tvWA of paywAwt may he the of thA 
following month, 30 days hence, 60 days, or whatever time has become 
the prevailing practice If goods are sold by the purchaser in a short 
time, the credit penod tends to be short, in slower-moving goods, it 
tends to be longer 

The expression “n/30,” which is read net 30 days, means that pay- 
ment is to be made in 30 days, **n/60,' that payment is to be made in 
60 days To encourage payment before the expiration of the credit 
penod, creditors have developed the practice of offenng a special 
inducement in the form of a cash discount for early payment Thus, 
the expression “2/10, n/60 ' means that, while the credit penod 
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established by custom of the trade is 60 days, the debtor may deduct 
2% of the amount of the bill if payment is made in 10 days. This 
deduction is known as a cash discount. 

For example, assume that on October 12 Richard Stone orders from 
William Davis goods amounting to .$500. He receives Davis’ invoice, 
dated October 14, providing terms of 2/10, n/60. Stone can send 
Davis a check for ,$490 in full payment of the bill any time before 
October 24. This early payment earns Stone $10. If he wishes to wait 
the full credit term before paying, he may pay Davis $500 on Decem- 
ber 13. Discounts received from creditors for early payments are known 
as purchases discounts. 

If the terms of sale call for payment in the following month, in- 
centive for early payment may be expressed "2/10 eom." This means 
that if the bill is paid during the first ten days following the end of the 
month (eom), the purchaser is entitled to a 2% cash discount. This 
cash discount is designed to fit the practices of buyers who wish to 
accumulate the bills of a month and make payment early in the follow- 
ing month. Payments tend to be concentrated in the first ten days of 
the month instead of being spread throughout the month. 


TREATMENT OF CASH In treating cash discounts, most accountants 
DISCOUNTS consider the invoice price and the credit 

terms as business conditions not requiring adjustment. K an invoice is 
paid within the discount period and the amount paid is therefore less 
than the total of the invoice, the purchases discount is recorded as a 
part of the entry. This discount represents a financial earning because 
the debtor was able to pay before the end of the period allowed him. 

If James Hiatt, on May 3, pui'chases goods from Cold Air Corpora- 
tion for $750, terms 2/10, n/30, his entry for the purchase in general 
journal form is: 


May 

3 


' 750 


Ac»r»nnnt-«? Pfivahlp. 



Purchased merchandise 
from Cold Air Corporation 
2/10, n/30 

' 


If Hiatt is able to pay in 10 days, he is gi-anted a 2% cash discount 
for prompt payment. Assuming he paid this bill on May* 12, his entry 
in general journal form would be: 


jMay jl2 jAccounts Payable 

Purchases Discount j 

Cash I 

Paid Cold Air Corp. bill of 
May 3 less discount of 2%. . .1 


j' 750100 " 1 

! loOO 

! 735 00 
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The credit to Purchases Discount is a credit to an income account 
and will increase Hiatt’s net income for the penod by $15 

The earmng made m takmg advantage of cash discounts is con* 
siderably more than the interest cost on current capital Terms of 
2/10, n/60 mean a saving of $24 on a $1,200 invoice, compared with an 
interest cost of $10 on a hke amount borrowed at 6% for a 50 day 
penod 


PURCHASING When an order for merchandise is placed 

OPERATIONS ^ vendor, it should be m writing so that 

no misunderstanding may arise The hst of goods to be purchased 
may be wntten on an order blank furrashed by the vendor or the 
buyer may use his own purchase order blank A purchase order of 
Hiatt Home Appliances issued to Cold Air Corporation for refngera 
tors a deep freezer, and air conditioners as listed is illustrated below 


PUBCHASC ORDER 

HIATT HOME APPLIANCES 


M Ot>TM?lC WULEVAM 8tVSXbY K 

Cold Air Corporation 
70 Uleelen Soulerard 
8t Louis Missouri 


naws miui cr 


Am OM US, fACRAOES 

OHtrKo 561 

April 21 1950 

T«fTn» 2/10 a/30 

ShpV* OverlsBd TneKlng Co 


S 49 Rsfrlgerators 
R 47 Rsfrlgeretor 
V? 2$ Besp fraezer 
AC 4 Air coodltioaers 


PgLTVER SO eooos WTTBOOT A WBIftLW ORPCB OR TKS FORM 


200 00 
125 00 
150 00 
25 00 


HIATT HOtiTE APPLIANCES 


Purchase Order 


'This purchase order gives the vendor specific authority to deliver 
the merchandise listed A duplicate copy is also evidence for James 
Hiatt of exactly what he has ordered 

The purchaser usually receives an invoice from the creditor before 
the goods are delivered An tnvotee is an itemized statement of goods 
bought, and should contain the names and the addresses of both the 
buyer and the seller, the date of the sale, the terms, the method of 
shipment and the quantities, desoiptions, and pnces of the mer- 
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chandise. It may contain other information. An invoice received from 
the Cold Air Corporation for the goods listed on the purchase order of 
Hiatt Home Appliances is sho\vn below: 


COLD AIR CORPORATION 

Air Conditioners Refriserators Deep Frecicn 

70 MISSION BOULEVARD .... ST. LOUtS. MISSOURI 


Cunomer** 

Order N& & Datt 


K«]uItUIot\ No. 
Contratt No. 


561 


SOI.D Hiatt Homo Appllanoeg 
TO 9700 Olynplo Boulevard 

Beverly Hlllo, California. 

Shirptd to Hiatt Homo Appllancoa 

Dtamtico Beverly Hills, California 

Date Shipped May 3, 1950 Feom St. Louls, Uo. 


Refer to ^ ^ 

iavoice No. 1149*15 


invoie* Dau Uay 3> 1950 
Vtn(!at*o No*. 


Car InltiaU and No. 
How Shipped and 
Route 


F. O B 

Overland Truoklng Co. 


Prepaid or CoUectl 

Prepaid 


rOR CUSTOMER'S USE ONLY 


Krfuter No. 


FOB. Chrckrd 


Tenor Approved 


Calojittioni Checked 


J Prite Approved 

1^ 3^. 


Mairrtal Received 

s/s- .. .fit -rsc. 

p«t* a 9f.atur« 

Satisfactory and Approved 




Accounting Diittibution 


^inal Approval 


Tfrmt 2/10 »b/30 



t.A. 



QUANTITY 



DCSCRIFTION 

UNIT PRICE 

AMOUNT 

zy 

R 

49 

Refrigoratora 

200,00 

400.00rf 

i/ 

R 

47 

Rofrigorator 

125.00 

125.00 < 

DF 

1!5 

Deep freezer 

150.00 

150. 00 

3-^ 

AC 

4 

Portable air oondltloners 

25.00 

75.00 < 
750.06 




Invoice 




The invoice illustrated above is a standard form recommended 
by the National Association of Purchasing Agents. It is 8J/^ inches by 
7 inches and provides three separate areas: (1) upper left for details 
regarding the purchase entered by the seller ;.(2) upper right for check- 
ing by the purchaser when goods are received; and (3) the items in the 
order udth price and amount. 

Terms, quantities, prices, and other information indicated on the 
invoice should be compared until the corresponding items on the copy 
of the purchase order. When the goods anive, they should be counted 
and inspected. Counting and inspection are ordinarily performed by 
the recemng department. The receiving department may check the 
quantities received against those indicated on the invoice, or it may 
give an independent report of the quantities received to the purchasing 
agent. In this case the report will be clipped to the invoice. Invoices 
are ordinarily recorded in the purchases journal as they are received, 
although the goods may not be received until later. If, upon receipt 
of goods, errors in shipments ai’e found, they can be corrected by credit 
memorandums. 
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THE PURCHASES A Simple form of purchases journal is illus 

JOURNAL trated on page 115 Since nothing but pur- 

chases on account are entered in this book, the purchases account need 
not be debited for each purchase, but can be debited for the total 
This same total is posted to the credit of Accounts Payable Purchases 
made for cash are recorded m the special cash pajments journal Cash 
transactions vnll be de&cnbed in Chapter IX 

The purpose of the purchases journal is to record the purchases 
made and the obhgations due the creditors from whom the purchases 
were made- The record of purchases is knoivn by various names, such 
as the puTchases journal, the purchases bool, the purchases register, 
the purchases record, and the tntoice record Regardless of its name, 
it is m reahty a journal smce transactions are recorded m it so that 
their effect on accounts inll be shown 

The form of the purchases journal depends to a considerable degree 
upon the size and the nature of the business and the amount of informa- 
tion the owner desires concerning bis purchases The information 
usuall> desu-ed concerning purchases can be obtained from a form such 
as that shouTi at the top of the following page 

The use of the columns is, in the mam, apparent The column 
headed Pur No gi\es the number of the purchase mvoice The 
m^olces are numbered consecuti\ely and after the entnes have been 
recorded m the purchases journal, are filed so as to be available for 
future reference The number entered m the Pur No column serves 
to identify the entr> with the purchase invoice to which it pertains, m 
case a future comparison is desired Such a companson would be 
made if a creditor objected to the amount paid him or to the terms 
upon which he was paid 

The information entered in the columns headed “Date of Invoice 
and “Terms” indicate when an mvoiee will be due The date of the 
mvoice IS normallj a few dajs before the date of the entry 

Tha purpose of the cohimii headed. "Post Ret ' wdl he discussed 
m later paragraphs 

POSTING THE TOTAL The total of the purchases on account for 
foURNAL^**^”^^^^ Home Appliances for the month of 

Slay IS the total of the amount column in the 
purchases journal on page 115 This amount, $7,850, must be posted 
to the debit of the account Purchase because purchases are a cost of 
doing busmess and therefore represent a decrease in proprietorship 
Also, $7,850 must be credited to Accounts Payable because this tot^ 
has been added to the amount owed to creditors 



a. 7] 


ACCOUNTING FOR PURCHASES 


115 


■)1 

jl DATS 


I t«9k 


ACCOUNT CRtBlTtO 


PURCHASES JOURNAL 


Page 23 


AOCRCSS 


OATt Cf 1 
• NVOICC 


Ttnsn 


AMOUNT 



/ 

X \llis,^pe I 
3 I 

C \7/ji' j 

// 3C> I 

IS ! (0 . 

jjll,yyij3(' I 
X5'2jlC',y,-jCo , 

2 IJ ^ 2 JlC,ytil Co I 

I I 


.) ‘2 0 COP, 

- \ i' P p\p 0 

•" 2 s o\o 0 

I 

J 0 S CiO 0 , 

L 0 p\o 0 

- ,,/ 2 J CO 0 

, s 0 p,p p 
s s o\o 0 

„ll S C 0 0 

3C/ — - 

/}(! TJ,s OOP 


,1 


I 


Purchases Journal After Posting 


The accounts payable account and the purchases account, after 
the posting of the purchases journal, are shomi below: 


i 1 


I ' 3t ^ 






■"r 




P05T. CCOtT 

tltr AMOUNT 

|7% ,, 7 scso 0 o 


Pace Z 0 


^ f P 7 S‘,P P . 
>-Pu . TT'SP^PP^ 

Page >5^ 


f t 


Accounts Payable and Purchases Accounts in the General Ledger 


The source of the amount posted to Accoimts Payable and Pm- 
chases is indicated by wiiting ‘T23’' in the posting reference column 
of the accoimt. The letter “P" is used to indicate that the posting was 
made from the pinchases jom’nal, and “23” is the page number of the 
pm'chases journal for h'lay. 

In the piu’chases jommal the page numbers of the accounts to 
which the total was posted are widtten in the posting reference column 
on a line wth the amount. The two numbers are written in one space 
and are separated by a diagonal line. 
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CONTROLLING AND The accounts payable account shows the 
SUBSIDIARY ACCOUNTS amount owed to creditors, but it does 
not show how much is owed to each creditor and when each amount is 
due It IS customary to maintain a separate account for each creditor 
to which the details of the transactions with that creditor are posted 
These accounts are maintained in a separate ledger, known as the 
accounts payable ledger. 

When more than one ledger is used, the ledger contaimng the 
balance sheet and profit and loss statement accounts is known as the 
general ledger Ledgers contaimng accounts that show details given m 
one account in the general ledger are known as subsidiary ledgers, and 
the accounts in such ledgers are known as subsidiary accounts One 
account in the general ledger that shows in total the amounts shown 
in a number of subsidiary accounts in a subsidiary ledger is known as a 
controlling account 

Therefore, the accounts payable account m the general ledger of 
the Hiatt Home Appliances is a controlling account, the accounts 
payable ledger is a subsidiary ledger, and the accounts m the accounts 
payable ledger are subsidiary accounts 

POSTING TO THE Each item in the purchases journal is posted 
SUBSIDIARY LEDGER credit of the appropriate account in 

the accounts payable ledger Postings are made dail> so that the 
current balance of any creditor may be readily known The ruhng of 
the accounts pajable ledger is planned to show the balance at all 
times Provision is also made m the heading for the name and the 
address of the creditor The date of the invoice and the terms of each 
invoice are entered in the Items column 

The completion of the postmg to each creditor’s account is indi- 
cated by wntmg the letter “P" and the page number of the purchases 
journal m the posting reference column of the account The creditors’ 
accounts are ordinanly arranged alphabetically m a loose leaf ledger 
As new accounts may be inserted at any point, the pages are not 
numbered A check mark is therefore used m the posting reference 
column of the purchases journal to mdicate the completion of the 
postmg of each item 

At the end of May the accounts payable ledger of Hiatt Home 
Apphances shows the balance at the beginmng of the month and the 
items posted dunng the month Tlie accounts payable ledger then 
appears as shown on pages 117 and 118 
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NAMt 

AD0RCS3 











1 DATE j 

j tTEMS ”1 

IS JP D':o'T '7 

CRroiT 

‘ i BALANCE 1 

!' ! 


/^sc 

7/u^ 

>3 


n 

ri! i 1 

so 0 

1 

^7^711 soo\oa 

l| 1 1' 


Kawe 

AOORtSS 


Qn^ycn'-t^i^ 



1 DATE 

I 

ITEMS 

'P05T~ 

I RtF 

DEBIT 

CREDIT 

l' 

BALANCE 

1 

1 


/^SC 

ffjT 

z-'T 

s 

-2f, 

Pz3 

1 

li ' ' 

i /‘jsoyo^ 

li ^■^T"|, 

/ ^so 

Z'/ 0 0 

sJ\ 

0 0 

' 


Naaje 

AOCftCSS 


tn^ 



DATE 

ITEMS 

1 ro5T {i 

1 

1 DEBIT 1 CREDIT | BALANCE 


ifS&\ 

30 

'\ 1 

TPlsty'Zs^, Z//0,^./JS’ 


1 |j ns^^oo\^ i/so^oo^^ 


KuiC 

AoowTy ■^^4'' 


DAUANCC [1 


7?Uj}r 


Z; 4^\Z3 

//t^'y^Hj ///S^y^jSiZ Z3 


S' a a 
G 0 e\ 


ao\\ 

e(’\\ 


s' a c\i’ ^ \ 

'' 

/ V e C!ii> P\ 

il 


KWC 

AcOftCSS 


^ ‘^/v'TTziy 




1 

1 

j date 

ITEMS 

\ rC5T ‘ 
1 { 

1 DEBIT j 

j CREDIT 

j BALANCE jj 

! 

1 


i /r 

Z7\ 

/S, Z/ZC, ^rJCZ 
‘??t(t'y'Z~S, Z/ZO^ynJ CZ 

A,Z3 

'f\z3 



1 

/ zss.oa 
tsz^^ a c 

1 i ii 

/ ZSZC 0^ 

Z / p ze k 

1 |1 


Kamc 

ACCftCSS 

/^ r/^ ^^'-Kyie ^ ^^C~ic 

^ '/^4**^7je~Srzy 






'! 

i DATE 1 

1 ITEMS 

( rcsT 

1 

1 DEBIT j 

CREDIT j 

1 BALANCE j| 

if t^TSC 

1 ! 

1=^1 


'PsZZ 


1 

^ J 

Z47S\oa\^ 

1 

‘ 1 11 


Acconnts Paj-ablc Ledger 
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If /-T S/S^-n 

f\J S/S.4/P> 


■P\ 2 X 

-PU 


Accounts Payable Ledger 


After the posting has been completed, a schedule of accounts pay- 
able may be prepared in the following form: 




^ Ptn ftt ^'^u£nf%.U.m'£Ci4£uSzt,Cct^ 


^<} f 0 0 
SO C 0 
%7 P C 0 


f 67XS‘ eo 


Schedule of Accounts Payable 


This schedule shows the balance m each creditor’s account and 
the total of the accounts payable. Since the same amounts are posted 
as a total to the accounts payable account in the general ledger and 
individually to the creditors' accounts in the accounts payable ledger, 
the total of the schedule of accounts payable should equal the balance 
oi the accounts payable account in the general ledger. If there is a 
difference, the error should be discovered before the work is continued. 

Since the balance of the accounts payable account is equal to the 
sum of the balances of the accounts m the accounts payable ledger, it 
is apparent that the creditors’ accounts might be used in the general 
ledger instead of the accounts payable account. But the use of the 
controlling accoimt Accounts Pa3mble and the subsidiary ledger is 
generally recommended. Having the creditors’ accounts in a separate 
ledger facilitates posting. Furthermore, the use of the controlling 
account removes deiail from the general ledger and simplifies the 
preparation of the trial balance and the accounting statements. 
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PURCHASES RETURNS 
AND ALLOWANCES 


When goods purchased on account are re- 
turned to a creditor or when an allowance 


from the price of goods pui’chased on account is obtained, the purchaser 
usually receives from the creditor a form known as a credit memorandum 


showing the amount of the credit given. A typical credit memorandum 


is illustrated below. 



Credit IMemorandum 

When the buyer records the credit that has been given him by 
means of a credit memorandum, he must debit the accounts payable 
account in the general ledger and the creditor’s account in the accounts 
payable ledger. He might credit Purchases, but it is ordinarily con- 
sidered better to credit an account known as Purchases Returns and 
AUo 2 vances. When this plan is followed, the books show the total 
pm’chases and the total credits received, information that may be of 
value in the planning of future purchases. 

On May 22, Hiatt Home Appliances received a credit memorandum 
for $750 for merchandise retuimed to Radio-Television Distributors, 
a creditor. The entiy could be recorded in the general joui’nal as: 


7Soca, 

ll ^ ^ li I 1 

General Journal Entry for a Purchases Return 


jso p 0 


Note that the debit is posted both to the accounts paj'able account, 
which appears on page 20 of the general ledger, and to the creditor’s 
account in the subsidiary ledger. The double posting is indicated bj’ 
the page number of the account in the general ledger and a check mark 
for the posting to the subsidiary ledger. After the posting has been 
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completed, the accounts payable account and the creditor’s account 
appear as follo\\s: 




I 


^ /Z T S 0 0 6 ^ ? ? T ^^0 


ADCDTOS 


2 2- 1 .^uZuA*tsti' 


"Pxi 


7SD\0i> 


X ¥ 7 S \0 

X 7 xj\e 


Accounts Payable Account and Creditor’s Account After 
the Posting of a Return 

If such trai^ctions arc frequent, a special column may be pro- 
vided in the general journal so that the debits to the accounts payable 
account can be posted as a total Sometimes a separate journal, 
termed a purchasis returns and allouances journal, is used to record 
these transactions. Such a j'ournal is illustrated below. 


PUocHAiCS arruRN$ 


<lLOW*Nef« jeuf)H*L 



Purchases Returns and Allowances Journal 

The individual items in the Amount column are posted frequently, 
usually daily, to the debit of the creditors’ accounts in the accounts 
payable ledger. At the end of the month the total of the Amount 
column is debited to Accounts Payable and is credited to Purchases 
Returns and Allowances in the general ledger. 

ACCOUNTING FOR In the course of its operations a business 

buys on account many items in addition to 
CHANDISE PURCHASES i. j xi. , i u 

merehanoise. It may, for example, buy store 

equipment, office equipment, store supplies, or office supplies. These 
iteir^ should not be debited to the purchases account because they 
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do not represent the purchase of merchandise for sale. When a pur- 
chases journal similar to that illustrated on page 115 is used, the 
purchases of items other than merchandise may be recorded in the 
general journal in the following manner; 



S 0 0 0 0 


S' 0 0,0 


) 


0 ,, 



General Journal En(r)’ for a Purchase of Equipment 


Note that the credit is posted both to the accounts payable account 
in the general ledger and to the creditor’s account in the subsidiary 
ledger. The double posting is indicated by the page number of the 
account in the general ledger and a check mark for the posting to the 
subsidiary ledger. 

When the purchases of goods other than merchandise are at all 
frequent, it is ordinaiily desirable to use a purchases journal ivith 
special columns similar to the one illustrated on pages 122 and 123. 
This journal is exactly the same as the one illustrated on page 115 
through the first money column except that this money column is 
headed "Accounts Payable Cr.” Special columns are also provided 
for the debits. For items not purchased frequently for which special 
columns are not provided, general ledger account and amount columns 
are given at the extreme right. 

When a purchase on account is recorded, the amount is written in 
the Accounts Payable Cr. column. The same amount is also written 
in one of the debit columns, or if a column is not provided for the item 
purchased, the account title is mitten in the account column at the 
right and the amount is entered in the amount column at the extreme 
right. At frequent intervals, usually daily, throughout the month the 
amounts in the Accounts Payable Cr. column are posted to the credi- 
tors’ accounts in the accounts payable ledger. At the end of the 
month the book is totaled and ruled in the manner illustrated. The 
total of the Accounts Payable Cr. column is posted to the credit of the 
accounts payable account in the general ledger. The totals of the 
Piu-chases Dr., Store Supplies Dr., and Office Supplies Dr. columns 
are posted to the debit of the appropriate accounts in the general 
ledger. Each individual amount in the General Ledger Amoimt colunrn 
is posted to the appropriate account in the general ledger. The posting 
of the indi^ndual amounts to the accounts paj’-able ledger is indicated 
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Columnar Purchases Journal Left Page 


by a check mark in the posting reference column The posting of each 
of the column totals is indicated b> the page number nntten in paren 
theses immediately below the column total The posting of the indi 
vidual amounts in the General Ledger Dr column is indicated by the 
general ledger page number m the posting reference column Since 
the amounts in this column are posted separately the total of the 
column 18 not posted A check mark is therefore placed below this 
total to indicate that it has been properlj taken care of 

If credit IS received frequentlj because of the return of or an 
allowance on goods other than merchandise special columns may be 
added to the purchases returns and allowances journal illustrated on 
page 120 to take care of such entries If such entnes are rare the> may 
be recorded in the general journal 


USING PURCHASES IN- Sometimes instead of using one of the forms 
CJ^SES journal" purchases journal illustrated in this chap 

ter a business has its purchases mioices 
bound together and uses them as a purcha^ jpumal WTien this is 
done the total of each invoice is posted direct to the creditor s account 
in the subsidiary ledger At the end of the month an adding machine 
list may be made of all the purchases invoices If some of the purchases 
are for goods other than merchandise separate adding machine hsts 
are made for each kind of purchase An entry is then made in the 
general journal debiting the appropriate general ledger accounts and 
crediting the accounts pajable account For example, if the adding 
machine lists show purchases of merchandise $6 28o of office supplies 
$230 of store supplies $315 and of office equipment $550 the general 
journal entry would be as follows 
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PURCHASES JOURNAU // 



Columnar Purchases Journal, Right Page 


June 

30 

Purchases 


6,285 00 

' 



Office Supplies 


230 00 




Store Supplies 


315 00 

j 



Office Equipment 


550 00 

1! 



Accounts Payable 


1 7,380 

00 li 


"While this method saves time in recording in the purchases journal, 
it is not recommended because invoices from different companies may 
be of different sizes and shapes and are clumsy and inconvenient for 
this purpose. Reference to invoices is also more time-consuming in 
case information regarding purchases is desired. 

QUESTIONS 

1. Explain how an invoice can be both a purchases invoice and a sales 
invoice. 

2. What business paper described in this chapter; 

(a) Facilitates but does not represent an accounting transaction? 

(b) Is used as a basis for a bookkeeping entry? 

3. Are credit transactions numerous in the conduct of businesses? Why? 

4. Paul J. Vollmar, a wholesaler, buys merchandise from fortj^ different 
creditors. If he kept accounts wth each creditor in his general ledger, 
how many additional items would appear in his trial balance? Name 
some other disadvantages of keeping creditors’ accounts in the general 
ledger. 

5. Donald Calvin, C.P.A., advised William Given, a retailer, to use a 
controlling account and a subsidiary ledger for his accounts wdth creditors. 
Given thinks this will double the amount and cost of his bookkeeping. 
Is this connect? E.xplain. 
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6 In one month, the bookkeeper for Johnson and 'RTiite makes the 
following errors in the purchases journal (a) He records a purchase of 
$100 as $10, (b) he records a purchase from the Atlas Mills as a credit 
to the account of American Mills, (e) he posts an entry of $60 as $600, 
and (d) he makes an error of $1,000 m totaling the amount column of 
the purchases journal When will these errors be discovered’ 

7 Johnson and H^ite, wholesale grooers, purchase two typewriters on 
accoimt Where should this transaction be entered if Johnson and White 
use a purchases journal similar to the one illustrated on page 115’ Ex* 
plam 

PROBLEMS 

1. During September of the current year Kyle’s of Westwood completed 
the following transactions 

Sept 3 Purchased merchandise on account from Daytime Apparel, Inc , 
Burbank, $310 invoice dated September 1, terms, 5%, 10 eom, 
4 Purchased oihce supplies on account from the Smith Supply Co , 
Los Angeles, $35, invoice dated September S, terms, 30 days 
8 Purchased merchandise on account from Hametts’ of Hollywood, 
Los Angeles, $100, invoice of September 5, terms, 3%, 10 eom 
10 Purchased merchandise on account from Sporting Togs, Beverly 
Hills, $210, invoice of September 8, terms, 2%, 10 eom 

12 Puichased office equipment on account from the Franklin Equip* 
ment Co , Westwood $176, invoice dated September 10, terms, 30 
days 

13 Purchased merchandise on account from Daytime Apparel, Inc , 
$180, mvoice of September 12, terms, b%, 10 eom 

16 Purchased merchandise on account from Harrietts' of Hollywood, 
$235, invoice of September 13, terms, 3%, 10 eom 
16 Purchased merchandise on account from Hats by Beverly, Holly- 
wood, $240, invoice of September 15, terms, 1%, 10 eom 
23 Purchased merchandise on account from Florabell Frocks, Santa 
Monica, $300, invoice of September 20, terms, 2%, 20 daj'S 
23 Purchased store supplies on account from ^larsball Supply Co , 
Westwood, $45, mvoice of September 23, terms, 30 days 
27 Purchased merchandise on account from All-Around Clock Coats, 
Bellflower, $215, invoice of September 25, terms, 2%, 15 days 
27 Purchased merchandise on account from Glamour Gowns, Los 
Angeles, $125, mvoice of September 25, terms, 4%, 15 days 
27 Purchased merchandise on account from Daytime Apparel, Inc , 
$150, invoice of September 26, terms, 5%, 10 eom 

Inshvctions (1) Record the above transactions m a purchases journal 
similar to the one illustrated on page 115 and m a general journal 

(2) Open the following accounts m the general ledger, using the page 
numbers indicated 

Office Equipment Page 10 Accounts Payable Page 20 

Office Supplies Page 16 Purchases Page 30 

Store Supphes Page 17 
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Also open the following accounts in the accounts payable ledger: All-Around 
Clock Coats; Daytime Apparel, Inc.; Plorabell Frocks; Franklin Equipment 
Co.; Glamour Gowns; Harrietts’ of Hollywood; Hats by Beverly; Marshall 
Supply Co.; Smith Supply Co.; Sporting Togs. 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts payable. 

2. During November of the current year Elliott Moran, owner of an 
electrical appliances shop, completed the following transactions: 

Nov. 1. Purchased merchandise on account from Stratton Manufacturing 
Co., Boston, $525; invoice dated October 30; terms, 1%, 10 eom. 

5. Purchased merchandise on account from Decker Electric Co., 
Boston, $450; invoice dated November 4; terms, 5%, 10 days. 

6. Received a credit memorandum for $25 from Stratton Manufactur- 
ing Co. for the return of merchandise. 

8. Purchased office equipment on account from the Dayton Equip- 
ment Co., Lynn, $340; invoice dated November 6; terms, 30 days. 

9. Purchased merchandise on account from Moore & Hardy, Fall 
River, $150; invoice dated November 8; terms, 5%, 10 eom. 

12. Received a credit memorandum for $50 from Dayton Equipment 
Co. for the return of a part of the equipment purchased on Novem- 
ber 8. 

14. Purchased store supplies on account from H. R. Browning, 210 
Main St., $65; invoice dated November 12; terms, 30 days. 

15. Purchased merchandise on account from Harris Appliances, Wor- 
cester, $415; invoice dated November 14; terms, 1%, 20 days. 

16. Received a credit memorandum for $10 from H. R. Browning for 
the return of store supplies. 

18. Purchased office supplies on account from Crane & Kline, 416 Broad 
St., $45; invoice dated November 16; terms, 30 days. 

19. Purchased merchandise on account from Stratton Manufacturing 
Co., $375; invoice dated November 18; terms, 2%, 10 eom. 

21. Received a credit memorandum for $15 from Crane & Kline for 
the return of office supplies. 

25. Purchased merchandise on account from Decker Electric Co., 
$600; invoice dated November 23; terms, 4%, 10 eom. 

26. Purchased merchandise on account from Moore & Hardy, $235; 
invoice dated November 25; terms, 3%, 10 eom. 

InstruclioJis: (1) Record the above transactions in a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a general journal. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 

Office Equipment Page 10 Accounts Payable Page 20 

Office Supplies Page 16 Purchases Page 30 

Store Supplies Page 17 Purchases Returns and Al- 
lowances Page 31 

Also open the following accounts in the accounts payable ledger: H. R. 
Browning; Crane & Kline; Dayton Equipment Co.; Decker Electric Co.; 
Harris Appliances; Moore & Hardy; Stratton Manufacturing Co. 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts payable. 
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3 Dunng July of the current >ear Taste-Rite Bakerj completed the 
following transactions 

July 2 Purchased merchandise on account from Bakers’ Supplies Co , 
Knoxville, $75, invoice dated Jul> 1, terms, 2%, 10 eom 
3 Purchased office supplies on account from Clark Bros , 438 ilam 
St , $30, invoice dated July 2, terms 10 days 
6 Purchased merchandise on account from Prepared Flours, Inc 
Nashville, $450, invoice dated July 3, terms 1%, 5 eom 

8 Received a credit memorandum for $25 from Prepared Flours, Inc 
for the return of merchandise 

9 Purchased merchandise on account from Bakers’ Supplies Co 
$50, invoice dated July 5 terms, 2%, 10 eom 

10 Purchased store equipment on account from Mason Equipment Co , 
806 Broadvaj, $275, invoice dated Jul> 9, terms, net 30 dajs 

10 Received a credit memorandum for $25 from Bakers’ Supplies 
Co for the return of merchandise 

17 Purchased merchandise on account from Hi-Yeast Co , Memphis 
$15, invoice dated July 17, terms 2%, 15 days 

19 Received a credit memorandum for $5 from Hi Yeast Co for the 
return of merchandise 

20 Purchased merchandise on account from Prepared Flours, Inc , 
$126, invoice dated July 19, terms \% 5 eom 

21 Purchased store supplies on account from Hedges L Walker 1268 
Elm St , $55, invoice dated Julj 21 terms, net 30 day's 

22 Received a credit memorandum for $10 from Prepared Flours, Inc 
for the return of merchandise 

28 Purchased merchandise on account from Central Nut and Fruit 
Products, Nashville $250, invoice dated July 22, terms, 2<^, 10 days 

26 Purchased merchandise on account from Bakers’ Supplies Co , $60, 
invoice dated July 22, terms, 2%, 10 eom 

27 Receiv ed a credit memorandum for $15 from Central Nut and Fruit 
Products for the return of merchandise 

31 Purchased merchandise on account from Creamery Products, 
Chattanooga $200 invoice dated July 30 terms, 29c, 10 eom 
Instructions (1) Record the above transactions in a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a purchases returns 
and allowances journal similar to the one illustrated on page 120 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated 

Store Equipment Page 11 Accounts Pay able Page 20 

Office Supplies Page 16 Purchases Page 30 

Store Supphes Page 17 Purchases Returns and A1 

ionances Page 31 


Also open the following accounts in the accounts payable ledger Bakers’ 
Supphes Co , Central Nut and Fruit Products, Clark Bros , Creamery Prod 
ucts, Hedges S. Walker, Hi Yeast Co , Mason Equipment Company, Pre 
pared Flours, Inc 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger 

(4) Prepare a schedule of accounts payable 
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IMPORTANCE OF SALES gales are the first item on the profit and loss 

statement and are of first importance in the 
operation of a business. Sales measime the effectiveness of a business 
enterprise in meeting the needs of its customers. The sales figure is 
commonly quoted in business news articles and is compared vdth sales 
of a previous period. An increase in sales is ordinarily a good omen and 
indicates a favorable trend in the fortunes of a business. 

The number of sales transactions to be recorded in any business is 
perhaps largest next to the number of cash transactions. Cash sales 
are commonly recorded on a machine and only the total for the day 
is entered in a journal. Since cash sales involve not only a credit to 
Sales but also a debit to Cash, the journal record of cash sales is defeived 
until the next chapter. In this chapter emphasis vfill be placed on the 
recording of sales on account. 

SALES AND PROFITS In the personal serrtce tjq)e of business, net 

profit was determined by deducting the total 
operating expenses from sales. This net profit figm’e included compen- 
sation for the personal serrtces of the proprietor and amounted to a 
considerable percentage of sales. In the problems given in Chapters 
V and VI, the net profit sometimes exceeded fifty per cent of sales. 

In the merchandising tjqDe of business the largest single element in 
the sales price is the cost of goods sold. It follows then that net profit 
is, in such a business, a much smaller part of the sales figiu-e. The 
capable merchandiser gives as much attention to the kind and quality 
of his merchandise as he does to selling and general operations. For 
this reason the profit and loss statement of a trading business first 
shows gi'oss profit and then shows net profit from operations. Gross 
profit, the intermediate stage between sales and net profit, shows the 
margin in dollars vithin which business operating ex-penses must be 
kept to show a profit. 


CREDIT TERMS AND 
SALES DISCOUNTS 


In the retail trade it is usual for those who 
buy on account to pay once a month for all 


piu'chases made dining the preiious month. In other lines of business, 
payments are made in accordance with the terms of sale, winch are 


127 



•128 ACCOUNTING PRINCIPLES [Ch 8 

usually fixed by the custom of the trade The customary terms may 
be changed by an agreement between the seller and the purchaser 
Since Hiatt Home Appliances sell articles of considerable cost, it 
finds special credit terms useful All sales on account are made on terms 
of 2/10, n/30 Mr Hiatt giv^ customers 30 days in which to pay 
He also gives a 2% discount for cash in 10 days Such a discount 
granted to a customer is known as a sales discount 

SELLING OPERATIONS The method of handling saies, like the method 
of handling purchases, vanes greatly, depend- 
ing upon the organization of the business Every sale is made in 
response to an order received from a customer An order given a retail 
store IS usually oral, an order given a manufactunng, a wholesale, or 
a mail-order business is ordinarily written 

In a retail business a saks ticket is usually prepared for a sale on 
account This sales ticket is made m duplicate or tnplicate One 
copy IS given to the customer, one copy is sent to the accounting 
department for use as the basis of an entry m the sales record, and 
one copy may be used as the salesman's personal record of his sales 
or for other purposes as the organization of the business requires 
In a manufactunng, a wholesale, or a mail order business a wntten 
order is received from a customer or from the salesman who obtained 
the order from the customer After the order has been approved by the 
credit department, it is sent to the bilhng department, where the 
invoice is prepared At least two copies of a sales imoice are made by 
the billing department The onginal is sent to the customer, and the 
carbon copy is sent to the accounting department for use as the basis 
of an entry in the sales record Sometimes additional copies of the 
invoice are made for the use of different departments of the business 
For example, the credit department may desire a copy for use in follow- 
ing up the payment of the invoice, or the treasurer may desire a copy 
so Ihal; he can better estimate the itmds to he obtained irom sates, or 
the shipping department may need a copy as authonzation to pack 
and ship the goods 

THE SALES INVOICE One of the sales invoices used by Hiatt Home 
THE^SALES JOURNAL Appliances is illustrated on the opposite page 
It is similar in form to the purchases invoice 
illustrated m the previous chapter 

The information on each sales invoice prepared by Hiatt Home 
Appliances dunng May, 1950, is entered in the sales journal as shown 
on page 129 
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HIATT HOME APPLIANCES 

9700 OLYMPIC BOULEVARD -BEVERLY KILLS. CAHrORKIA 


Sola to Louise Anderson 
Culver City 
California 

Shipi>od Via Express Collect 


Date May 1, I 95 O 

No. 219 

Term. 2/l0,n/30 


1 Floor Lamp, Model 4871 
1 Floor Lamp, Model 9S7K 
1 Trandle Washing Machine, Model 48H 
1 Electric stove. Model 345J 


40.00 

65.50 

140.00 

304.50 

WITSU 


Sales Invoice 


Sales journal 


ACCOUNT OEOITCO 
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' i / 22J 
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POST. 

Rcr, 

AMOUNT 


SS C,0 0 


3 s <y\o 0 

It 

(, s 0 c 0 

: 

f / Sff 3 P 


q 3 0 p 0 

11 

g‘S P.P P 

i 

S P 0,0 0 . 

,1 

C- 0 0 fi 0 . 


j' tf ^ 0 ff g 


0 0 


Sales Journal 


The use of the columns in the sales journal above is, in the main, 
apparent. The column headed “Sale No.” gives the number of the 
sales invoice or the sales ticket on which appear itemized lists of the 
merchandise sold to the customers. Sales invoices ordinarily show the 
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kind, the amount and the price of the goods sold A copy of each 
in% oice IS retained and from it the mformation to be recorded in the 
sales journal is obtained These in\oices are numbered consecuti\ely 
and, after the entnes have been recorded in the sales journal, are 
filed so as to be aiailable for future reference The number entered 
m the Sale No column serves to identify the entrj with the sales 
invoice to which it pertains m case a future comparison is desired 
The terms of the sale are stated on each invoice for the customer’s 
information As the terms are the same for all sales of Hiatt Home 
Appliances, they are not entered in the sales journal, nor are thej 
posted to the customers’ accounts 

The record of sales is known by various names such as the sales 
journal, the sales register the sales book and the sales record It is m 
reahtj a journal since transactions are recorded in it so that their 
effect on the accounts will be shown The sales journal is used to record 
sales of whatever product a business is engaged in selling For the 
present, only sales on account will be entered in the sales journal 

POSTING THE SALES total of the sales on account for the 

JOURNAL month of Ma> as sbo^vn m the sales journal 

on page 129 is posted to the debit of Accounts Receivable and the 
credit of Sales m the general ledger The accounts after this posting 
are «hoini below 



Accounts Receirable and Sales Accounts m the General Ledger 


The completion of the posting is mdicated m the accounts b> ‘‘S47 ’ 
S ' indicates that the posting comes from the sales journal, and “47 
indicates the page of the sales journal 

The accounts receivable account shows the amount owed by all 
customers, but it does not show how much is owed by each customer 
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and when each amount is due. An account with each customer is 
therefore maintained in a subsidiary ledger known as an accounts 
receivable ledger. Postings are made daily to the accounts receivable 
ledger so that the cuiTent balance of any customer may be readily 
known. The ruling of the accounts receivable ledger is planned to 
show the balance at all times. Provision is also made in the account 
heading for the name and the address of the customer. 

The accounts receivable ledger of Hiatt Home Appliances, with 
previous balances and the postings from the sales journal for May 
entered in the accounts, is illustrated below. Since aecoimts in the 
accounts receivable ledger are arranged alphabetically and provision 
must be made for the insertion of new customer’s accounts, it is not 
possible to assign them page numbers. Postings to the accounts 
receivable ledger are therefore indicated by a check mark (V) in the 
sales journal. However, the sales journal page is shown in the posting 
reference column of the accounts receivable ledger. 
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Accounts Kccei^able Ledger 
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After the posting ha.s been completed, a .schedule of accounti: 
receivable may be prepared in the follov/ing form: 


jz f i 




i'nZ 


c^^yu 

OuiiM/:... 






s c ^ a fi 
p B c c a 

/ I o c 0 6 

/ L C 0 0 ff 

'/ p /) B 0 e 

i B P 0 B 

C C C B ff 

SB 0 0 BB 


J J S 


'BOB 


Srherfale of Ar.roiinto Ror.oiv.ible 


This scherlule shows the balance in each cu.ctorner'.c account and 
the total of the accounts receivable, Since the same amountc are 
posted as a total to the accounts receivable account in the general 
ledger and individually to the castomerrd accounts in the accounts 
receivable ledger, the total of the .schedule of accounts receivable 
should equal the balance of the accounts receivable account In the 
general ledger. If there i.s a difference, the eiTor .should be di.scovered 
before the work Is continued. 

Since the balance of the accounts receivable account I.s equal to the 
sum of the balances of the accounts In the accounts receivable ledger, 
it is apparent that the customers^ account, might he u.sed In the genei-a 1 
ledger instead of the accounts receivable ar;r;ount. But the u..e of the 
controlling account A.ccounts Receivable and the rajlvidiaiq/ ledger L 
generally recorrun-enderL Having the cu-storner.'/ accounts in a. .^'.eparate 
ledger facilitates posting. Furthermore, th.e u.sr- of the controlling 
account rerrioves detail from the general ledger and fardlltims the 
preparation of the trial balance and the a.ccounting rtaternents. 
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ordinarily considered better to debit an account known as Sales Returns 
and Alktuances. When this plan is followed, the books show the total 
sales and the total credits allowed, information that may be of value 
in the planning of future sales. The seller must also credit the accounts 
receivable account in the general ledger and the customer’s account 
in the accoimts receivable ledger. 

On May 29, Hiatt Home Appliances issued a credit memorandum 
for $400 to Earl Mandel, a customer, for merchandise returned. The 
entry could be recorded in the general journal as follows: 



I, 1 ‘i-0 e B 0 
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1 
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General Journal Entry For Sales Return 


Note that the credit is posted both to the accounts receivable 
account, which appears on page 4 of the general ledger, and to the 
customer’s account in the subsidiary ledger. Both postings are indi- 
cated in the posting reference column in the journal. After the posting 
has been completed, the accounts receivable account and the customer’s 
account appear as follows: 
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Accounts ReceiTable Account and Customer’s Account 
After the Posting of a Return 
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If such transactions are frequent, a special column may be promded 
in the general journal so that the credits to the accounts receivable 
account can be posted as a total. Sometimes a separate jom'nal, termed 
a sales returns and alloivances journal, is used to record these transac- 
tions. Such a journal is illustrated below: 


SALES RETURNS AND ALLOWANCES JOURNAL 


'Hrf 


77 sStirLc. ^ — 

\^S'G 6-J/, Cl/^r^t‘Tz^C£^ ' ^ 

^J^CSe. 72.t. ovru . 


/ ‘7 7^ 

‘r- L 7^ C 




Sales Returns and Allowances Journal 

The indi^^dual items in the Amoimt column are posted frequently, 
usually daily, to the credit of the customers' accounts in the accounts 
receivable ledger. At the end of the month the total of the Amoimt 
column is debited to Sales Retimns and Allowances and is credited to 
Accoimts Receivable in the general ledger. 

USING SALES INVOICES Sometimes, instead of using a sales jommal, 
AS A SALES JOURNAL ^ business has carbon copies of its sales in- 
voices bound together and uses them as a sales journal. I\Tien this is 
done, the total of each invoice is posted direct to the customer’s account 
in the accounts receivable ledger. At the end of the month an adding 
macliine list is made of all the invoices. An entiy is then made in the 
general jomnal debiting Accoimts Receivable and crediting Sales for 
the total sales for the month. For e.xample, if the adding macliine list 
shows that the sales on account for the month are 58,150, the following 
jomnal entry may be made: 

I 

. , ' 

June 30, Accounts Receivable j 8,150 00 

Sales 

To record the total sales for 
, tlie month. ' 


8,150 00 
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QUESTIONS 

1. Would you recommend the use of sales and purchases journals for the 
following businesses (a) a cafetena, (b) a wholesale drug company, 
(c) a retail drug store doing a cash busmess, (d) a gardener who raises 
vegetables and sells them m a neighboring city’ 

2 Robert King, a retail clothier, makes about two hundred charge sales 
each month His bookkeeper records these sales m a general journal How 
much work would be saved (a) m recording and (b) in posting these 
transactions if a sales journal were used’ 

3 An error is made in adding the amounts in the sales journal, and as a 

result the total is posted as $3,125 50 instead of $3,155 50 (a) What 

effect will this error have on the tnal balance’ (b) How will the error be 
discovered’ 

4 As an accommodation, the bookkeeper for Black and White sells a 
customer 50 three-cent stamps and charges the amount to the latter’s 
account (a) In what journal would this sale be recorded’ (b) Give the 
entry and indicate how it is posted 

5 The account of Frank Miller m the accounts receivable ledger has a 
debit balance of $150 Miller sends his check for $140, accompanying it 
with a letter stating that the check is being sent "in full of account " The 
bookkeeper enters the receipt and rules the accoun t as if it were in balance 

(a) Will this error affect the tnal balance taken at the end of the month’ 

(b) Will it affect the proof of the sabsidiary ledger’ 

6 The following account is a controlling account in the ledger of Thomas 
Hales 


Oct 31 (a) 12 ?3,80(» j Oct 10 (b) 9 $30 

(1) Give the name of the account 

(2) Name the journals for postings (a) and (b) 

7. Is it more or less likely that a business will use carbon copies of its sales 
invoices as a sales journal than that it will use carbon copies of its pur- 
chases invoices as a purchases journal’ Why’ 

8 James Poole’s accounts show the following information at the end of a 
fiscal period sales, $8,000, beginning inventory, $2,000, purchases, 
$5,000 His inventory at the end of the period is $1,000 

(a) What 13 the cost of goods sold’ 

(b) What is the gross profit’ 

(c) What additional information will be needed to obtain the net profit’ 
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PROBLEMS 

1. During June of the current year Peter L. Milnor, a hardware merchant, 
completed the transactions given below. The terms of all sales were 
2/10 eom. 

June 4. Sold merchandise on account to Howard Rogers, 209 Derby St., 
sale No. 114, $600. 

11. Sold merchandise on account to E. L. Clark, 4221 Castle Place, 
sale No. 115, $450. 

14. Sold merchandise on account to M. A. Stevens, 3485 Minot Avenue, 
sale No. 116, $525. 

18. Issued credit memorandum for $50 to E. L. Clark for merchandise 
returned by him. 

21. Sold merchandise on account to C. D. Marshall, Milford, sale 
No., 117, $275. 

23. Sold merchandise on account to Louis A. Ashley, 542 Smith Road, 
sale No. 118, $495. 

25. Issued credit memorandum for $25 to C. D. Marshall for mer- 
chandise returned by him. 

28. Sold merchandise on account to Boyd Graham, Lebanon, sale 
No. 119, $360. 

Jnstnictions: (1) Record the above transactions in a sales journal similar 
to the one illustrated on page 129 and in a general journal. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 

Accounts Receivable Page 5 Sales . . Page 27 

Sales Returns and Allowances. Page 28 

Also open the following accounts in the accounts receivable ledger: Louis A. 
Ashley; E. L. Clark; Boyd Graham; C. D. Marshall; Howard Rogers; hi. A. 
Stevens. 

(3) Post from the two journals to the accounts receivable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts receivable. 

2. During October of the cun'ent year the Weldon Shoe Company com- 
pleted the following transactions. The terms of all sales were 2 10 eom. 

Oct. 1. Sold merchandise on account to Baker Dept. Store, Los Angeles, 
sale No. 541, $250. 

8. Sold merchandise on account to Lewis Bootmakers, Beverly Hills, 
sale No. 542, $200. 

5. Issued credit memorandum for $50 to Baker Dept. Store for mer- 
chandise returned by it. 

7. Sold merchandise on account to Children’s Bootery,- Denver, sale 
No. 543, $150. 

12. Sold merchandise on account to Leonard’s Shop, Phoeni.x, sale 
No. 544, $475. 

15. Issued credit memorandum for $35 to Leonard’s Shop for mer- 
chandise returned by it. 
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Oct 16 Sold merchandise on account to Lewis Bootmakers, Beverly Hills, 
sale No 545, $225 

19. Sold merchandise on account to Alden Sport Shop, Palm Springs, 
sale No 546, $500 

21 Issued credit memorandum for $25 to Lewis Bootmakers for mer- 
chandise returned by them 

21 Sold merchandise on account to Baker Dept Store, Los Angeles, 
sale No 547 $175 

25 Sold merchandise on account to Children’s Bootery, Denver, sale 
No 548, $75 

26 Sold merchandise on account to Fashion Frontier, Las Vegas, sale 
No 549, $375 

29 Issued credit memorandum for $10 to Children’s Bootery for mer- 
chandise returned by it 

/nsirudions (1) Record the above transactions m a sales journal and a 
sales returns and allowances journal 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated 

Accounts Receivable Page 5 Sales Page 28 

Sales Returns and Allowances Page 29 

Also open the following accounts in the accounts recenable ledger Aldcn 
Sport Shop, Baker Dept Store, Childrens Bootery, Fashion Frontier, 
Leonard’s Shop, Lewis Bootmakers 

f3) Post from the two journals to the accounts receivable ledger and the 
general ledger 

(4) Prepare a schedule of accounts receivable. 



CHAPTER IX 
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NATURE OF CASH More transactions affect the cash accoiint 

than anj'^ other single account. For this 
reason special journals are used most frequently for cash ti-ansactions. 
This chapter describes the use of special-column cash journals that 
gi-eatly decrease the labor of recording transactions. They are the 
cash receipts journal and the cash payments journal. In some instances 
these two journals are combined into a cashbook. 

Cash is the most liquid of all the assets of a business. Care must be 
taken in the handling of cash in order to insure a complete accounting 
for all cash transactions. The generally recommended procedure is 
to deposit all cash receipts in the bank so that bank deposits will 
equal cash’ receipts, iidien this is done, all cash pajnnents must be 
represented by checks drawn on the bank. This procedure provides 
a double record of cash, since the bank’s report on deposits and checks 
should agi’ee with the cash journal records of receipts and payments. 

SOURCES OF The tw'o chief sources of cash receipts are 

CASH RECEIPTS g^^l^g collections from customers w'ho 

have bought on account. When a customer takes advantage of a cash 
discount, the amount of cash received is less than the amount of the 
invoice for w^hich payment is received. These facts determine the 
special columns to be used in the cash receipts journal. By prortding 
special colunms for (1) cash sales, (2) accounts receivable, and (3) sales 
discounts, it is possible to accumulate monthly totals and reduce the 
posting labor. A cash receipts journal with special columns for cash 
sales, accoimts receivable, and sales discounts is shown on page 140. 


THE CASH RECEIPTS In the five-column cash receipts journal of 
JOURNAL Hiatt Home Appliances, the fii'st money 

column. General Cr., is for the credits for which no special column is 
pro\ided. The Sales Cr. column is used in recording sales for cash. 
Each cash sale is not recorded separately; instead all cash sales are 
entered indirtdually in the cash register and totals are recorded daily 
or at other intervals in the cash receipts joiu'nal. In this illustration 
they are recorded approximately weekly. The Accounts Receivable 
Cr. column shows the credit given each debtor for a cash pa}-ment. 
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The Sales Discount Dr column shows the amount of the sales dis 
count granted the debtor The Cash Dr column shows the actual 
amount of cash receiv ed in each transaction 

At frequent intervals dunng the month, preferably daily, the 
amounts entered in the Accounts Receivable Cr column are posted to 
the credit of customers’ accounts in the accounts receivable ledger 
Check marks are placed m the posting reference column opposite 
these entnes to show that they have been posted Dunng the month 
the amounts in the General O column are posted to the appropriate 
accounts in the general ledger, and the posting is indicated by the 
ledger page numbers wntten in the posting reference column The 
items in the Sales Cr column are not posted individually but are 
posted only as a total to the sales account Check marks are placed 
in the posting reference column opposite these amounts to show that 
they have been properly taken care of 
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Cash Receipts Journal 


At the end of the month the several columns are footed To check 
the accuracy of the footings, the equality of debits and credits may be 
proved by a listing similar to the following 

Debit Totals Credit Totals 

Sales Discount 3 143 General $ 230 

Cash 12 037 Sales 4 550 

Accounts Receivable 7 400 


312 180 


312 180 
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If the debits and the credits are found to be equal, the totals are 
entered in the cash receipts journal and the book is ruled in the manner 
shown in the illustration. 

Since the items in the General Cr. column have been posted in- 
dividually to accounts in the general ledger, a check mark is placed 
below the total of this column to indicate that this amount is not to be 
posted. The totals of the other four money columns are posted to the 
appropriate accounts in the general ledger. The completion of the 
posting of each column total is indicated by the page number of the 
ledger account written in parentheses immediately below the total. 

_ Three postings are made in the month of May 
ACCOUNTS RECEIVABLE , .v i if j_ a j. n ■ 

CONTROL WITH SUB- *'0 controlling account Accounts Receiv- 

SIDIARY LEDGER able as a result of the transactions recorded 

in this and the preceding chapter. They are: (1) May 31, total of sales 
on account from the sales journal, $5,950; (2) a sales retmm and allow- 
ance on May 29 from the general journal, $400; and (3) on May 31 the 
total of cash received on account, $7,400. The controlling account 
vith its opening balance of $6,000 and these three postings is shown 
below: 
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Accounts Receivable Account at the End of the Month 


■'t^Tiile the posting of column totals from the cash receipts journal 
to the general ledger must be deferred until the end of the month, 
postings to the customers’ accoimts should be made dailj'^. It is ad- 
wsable to have the exact amount receivable from each customer 
available cun-ently in the accounts receivable ledger. In approwng 
sales for additional credit, it is useful to know just how much the 
customer owes; in fact, a rewew of his pajdng practices as shown by his 
account helps materially in credit granting. 

The accounts receivable ledger of Hiatt Home Appliances is shovm 
below after the postings from the cash receipts journal have been 
completed. These accounts also show the postings from the sales 
journal and from the general joiumal presented in earlier chapters. 
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Accounts Receivable Ledger at the End of the Month 
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Accounts Receivable Ledger at the End of the Alonth — Concluded 

A schedule of accounts receivable, shoving the amounts owed by 
each customer on May 31, 1950, is shovm on page 144. The total of the 
schedule, $4,150, is the same as the balance of the controlling account, 
Accounts Receivable, shown on page 141. This equality is evidence 
that the work has been completed accurately and that the entries in 
the individual customers’ accounts have been properly summarized 
in the controlling account in the general ledger. 



144 


ACCOUNTING PRINCIPLES 


ICh 9 


fSO 




eso 0 0 

CSO.O 0 
q 0 0^0 0 

i S 0 0 0 
SB 0 0 0 


Schedule of Accounts Receivable 

CASH PAYMENTS Cash payments consist pnmanly of cash paid 
(1) for operating expenses and (2) for amounts 
due creditors Since operating expenses are distributed among many 
accounts, Hiatt Home Appliances does not set up a special column for 
each of them Special columns are used for payments to creditors and 
for recording the purchases discounts taken The cash payments 
journal shown on page 145 provides special columns for Accounts 
Payable Dr and for Purchases Discount Cr 

THE CASH PAYMENTS Transactions for the month of May, 1950, are 
JOURNAL shown entered in the four-column cash pay- 

ments journal of Hiatt Home Appliances The first money column 
General Dr , is for the debits for which no special column is provided 
The Accounts Payable Dr column shows the credit received from each 
creditor for a cash payment The Purchases Discount Cr column 
shows the amount of the purchases discount granted by the creditor 
The Cash Cr column shows the actual amount of cash paid 

At frequent intervals during the month, preferably daily, the 
amounts entered m the Accounts Payable Dr column are posted to the 
debit of creditors’ accounts in the accounts payable ledger Check 
marks are placed in the posting reference column opposite these entries 
to show that they have been posted During the month the amounts 
in the General Dr column are posted to the appropnate accounts in 
the general ledger, and the posting is indicated by the ledger page 
numbers wntten m the posting reference column 
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CASH PAYMCSTS JOURNAL 
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Cash Payments Journal 

At the end of the month the several columns are footed. To check 
the accurac}’’ of the footings, the equality of debits and credits may be 
proved by a listing similar to the followng: 


Credit Totals 

Purchases Discount $ 210 

Accounts Paj’able 9,050 Cash 11,065 


Debit Totals 

General $ 2,225 


$11,275 


$11,275 
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If the debits and the credits are found to be equal, the totals are 
entered m the cash payments journal and the book is ruled in the 
manner sho\vn m the illustration. 

Since the items in the General Dr. column have been posted in- 
dividually to accounts in the general ledger, a check mark is placed 
below the total of this column to indicate that this amount is not to be 
posted. The totals of the other three money columns are posted to the 
appropriate accounts in the general ledger. The completion of the 
posting of each column total is indicated by the page number of the 
ledger account written in parentheses immediately below the total. 

COMPARISON OF Three postings are made in the month of May 

ACCOUNTS PAYABLE 4. * ,i- i. a x t. ri 

CONTROL WITH controlling account Accounts Payable 

SUBSIDIARY LEDGER as a result of the transactions recorded in 
this and the preceding chapter. They are (1) May 31, total of pur- 
chases on account from the purchases journal, $7,850; (2) a purchase 
return and allowance on May 22 from the general journal, $750; and 
(3) on May 31 the total of cash paid on account, $9,050 The controlling 
account with its opening balance of $8,875 and these three postings is 
shown below: 



Accounts Payable Account at Ibe End of the Month 


While the posting of column totals from the cash payments journal 
to the general ledger must be deferred until the end of the month, 
postings to the creditors’ accounts should be made daily. It is advisable 
to have the exact amount owed to each creditor available currently 
in the accounts payable ledger. 

The accounts payable ledger of Hiatt Home Appliances is shown 
on pages 147 and 148 after the postings from the cash payments 
journal have been completed. These accounts also show the postings 
from the purchases journal and from the general journal presented in 
earher chapters. 
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DfscoUNTS ON^THE Purchases discount is usually reported on the 
PROFIT AND LOSS profit and loss statement as other income; 
STATEMENT sales discount, as other expense. 

Items listed on the statement under the headings "Other Income” 
and "Other Expense” affect the net profit or the net loss of the enter- 
prise. They are considered apart from items representing the ordinary 
operations of the business and are therefore commonly placed at the 
end of the statement. A common method of reporting cash discounts 
on the profit and loss statement is illustrated below: 
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Partial Profit and Loss Statement Showing 
Purchases Discount and Sales Discount 


If the other expense is greater than the other income, the other 
expen.se may he reported first, the difference may be labeled "Net 
Subtraction,” and it may be subtracted from the net profit from opera- 
tions to obtain the net profit. 


THE DEPOSITOR’S Checks have taken the place of currency in 

BANK ACCOUNT more important transactions involving 

receipts and payments; in fact, checks are treated as cash on accounting 
records. When a businessman uses checks, it is as.sumed that he has 
previously made deposits in the bank on which the checks are drawn. 
The deposits may consist largely of the checks of his cu.stomers. This 
use of a bank account is invariably recommended by accountants. The 
bank account .safeguards and provides a better record of ca.sh. 

The forms commonly used by the depositor in dealing with his 
bank are: 


Name 

1. Signature card. 

2. Dcpo-sil ticket. 

3. Paasbook. 

4. Checkbook. 

5. Bank statement. 


Function 

Provide.s the bank v/ith the authentic signature 
of the depo-sitor. 

Furnishes the bank v/ith the depositor’s record 
of a deposit. 

Provides the depositor v/ith the bank's record 
of a deposit 

Furnishes the depositor with a paying medium, 

Provddes the depositor v/ith a periodic statement 
showing the condition of his account. 
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The Signature Card Before the firet deposit is made, the bank 
requires the depositor to sign his name on a signature card This card 
provides the bank with a means of identifying the depositor’s signature 
when it appears on checks drawn on the bank 

The Deposit Ticket When a deposit is made, the depositor lists the 
currency and other items of cash on a printed form provided by the 
bank This form is known as a deposit ticket On it the depositor enters 
his name, the date the total amounts of bills and specie, and the 
amounts of the individual checks Opposite the amount of each check, 
the depositor should enter the name of the local bank or the address 
of an out of city bank on which the check is drawn, or the numbers of 
the American Bankers Association that are printed on the check 
A simple form of deposit ticket is shown in the illustration below 

The Passbook At the time of the 
first deposit the bank gives the de- 
positor a book, knoivn as a passbook, 
in which a record is made of each 
deposit When the depositor presents 
his deposit and deposit ticket to the 
bank teller, he should also present this 
passbook The teller enters the 
amount of the deposit in the passbook 
This entr> serves as the depositor’s 
record of the transaction The teller 
retains the deposit ticket and from 
this a record of the transaction is made 
m the books of the bank In some 
instances a duplicate deposit ticket, 
signed by the teller, is used m place 
of the entry in the passbook 

The Checkbook A written order Deposit Ticket 

Signed by a depositor ordenng the 

bank to pay money from the amount deposited to his account is 
known as a check Checks may be issued from bound books that 
provide a stub record, as shown m the illustration on page 151, or they 
may be prepared on the typewriter, m which case a carbon may take 
the place of the stub record When the stub is used, it should alwajs 
be filled out before a check is written, otherwise it may be overlooked 
until after the check has been sent out and the data for the stub are 
no longer available 
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Checkbook 


Bank Statement. Most banks give monthly statements to their 
depositors. The bank statement shows the amount on deposit at the 
beginning of the month, the amounts deposited during the month, 
the amounts withdrawn during the month, and the balance on hand 
at the end of the month. This statement is accompanied by the 



Bank Statement 
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depositor’s checks that have been paid by the bank These checks are 
stamped, or canceled, to show that they have been paid and are there- 
fore known as canceled checks A typical form of bank statement is 
shown in the illustration at the bottom of page 151 

The balance on the bank statement wll usually not agree with the 
balance shown by the depositor's record on the check stubs One 
reason for this discrepancy is that some checks which the depositor 
has issued and has therefore subtracted from his bank balance will not 
have been presented to the bank at the time the bank statement is 
prepared and consequently will not have been subtracted from the 
depositor’s balance in the records of the bank Other reasons for dis- 
crepancies are discussed below 

The depositor should reconcile the bank statement with his record 
This is done in the following manner 

(1) All deposits listed on the bank statement should be compared with the 
deposits shown on the check stubs Deposits not shown on the bank 
statement should be added to the bank balance Deposits not shown 
on the check stub record should be added to the checkbook balance 

(2) All canceled checks received from the bank should be compared with 
the check stubs The numbers and the amounts of all checks that 
have not been returned by the bank should be listed The total shows 
the outstanding checks not yet paid by the bank This amount should 
be deducted from the bank statement balance 

(3) Errors that incorrectly decreased the checkbook balance should be 
added to that balance and errors or unrecorded bank charges that 
decrease the checkbook balance should be subtracted from that 
balance 

After the check stub balance has been adjusted for items on the 
bank statement and the bank statement has been adjusted for items 
on the check stubs, the two amounts should agree The statement 
showing these adjustments is called a reconahahon of bank balance 
and IS illustrated below 


Reconciliation op Bank Balance March 31. 1950 


Balance m checkbook $1 358 40 

Add 

Collection of note $200 00 

Error on stub #48 3 50 203 50 

$1,561 90 

Deduct 

Collection charge $ 1 50 
Account charge for 

March 6 40 7 90 


Balance on bank statement $1 438' 
Add Deposit March 31 207 ' 

$1 645 I 

Deduct 

Outstanding checks 
No 141 $10 00 

144 5 50 

145 47 80 

146 28 40 91 7 

Corrected bank balance $1,554 C 


Corrected checkbook balance $1 554 00 
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If the cash receipts journal and the cash payments jounial have 
not been totaled and posted before the bank statement is reconciled, 
unrecorded charges made by the bank may be recorded as payments 
and unrecorded amounts collected by the bank may be recorded as 
receipts in the journals for the ciurent month. If the journals for the 
month have been totaled and posted, these entries should be made in 
the journals for the new month. 

CASH SHORT It is possible to prove cash at any time by 

AND OVER comparing the cash actually on hand and in 

the bank with the cash balance as shovm by the records (beginning 
cash balance plus cash receipts minus cash payments). If there is a 
discrepanc3’’ between the actual cash and the balance shovm by the 
cash records and if no error can be found and it must therefore be 
assumed that a mistake was made in maldng change, an entry is made 
debiting or crediting an account known as Cash Short and Over. If the 
actual cash is less than the balance shown by the cash records, an 
entry is made in the cash pajunents journal debiting Cash Short and 
Over and crediting Cash. If the actual cash is greater than the balance 
shown by the cash records, an entry is made in the cash receipts journal 
debiting Cash and crediting Cash Short and Over. 

If, at the end of a fiscal period, the cash short and over account has 
a debit balance, the balance will be considered one of the general 
expenses. If it has a credit balance, the balance will be included in the 
other income section on the profit and loss statement. 

CORRECTING ENTRIES En'ors are occasionally made in recording 

transactions. EiTors in books of original 
entry or in the ledger should not be erased. Erasures may lead one 
examining the books to believe that entries have been altered bj’’ the 
bookkeeper to defraud the owmer', since an erasm'e does not indicate 
the reason for the change. 

^\Tren the wTong amount is recorded in a book of original entrj’, 
the error maj^ be corrected bj’’ dr-awing a line thr-ough the incor-r-ect 
amount and writing the correct amount above. If the entry has been 
posted, but the accounts affected have not been closed, the error maj- 
be con-ected in this waj’. In tliis case care must be taken to make the 
correction in both the book of original entry and the ledger. 

If the wrong account was indicated in the book of original entry and 
the entr-y was thirs posted incorrectljy or if an amoimt was merely 
posted to the wrong account, the correction is ordinarily made bj’ a 
joirrnal entry. The amount entered in the wrong account might be 
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canceled and the entry might be made m the correct account; but this 
method w ould not indicate the reason for cancellation It is therefore 
better to make the journal entry so that the full explanation will be 
given For example, an expenditure for the services of clerks in a store, 
which should have been charged to Sales Salanes, was recorded as a 
debit to Office Salanes The correcting entry would be made in the 
general journal as follows 


oAiM'M’witi.diidl/dC-tr iaa-Ctd^ 



A complete explanation should be given m a correcting entry to 
explain the error Reference to this correcting entry should also be 
made on the page where the error occurred 

All errors that are discovered after the end of the fiscal penod and 
that affect ruled books of onginal entry, such as the sales or the pur- 
chases journals, or that affect accounts that have been closed or ruled, 
are corrected by journal entries In such cases the correction may be 
made more quickly by a journal entry than by changing amounts 
The journal entrj' is also understood more readily than a change in an 
amount affecting the total of a book or an account When the entry 
affects only asset or liability accounts, the debit and the credit needed 
to correct the error are made to those accounts When an error affects 
the amount of the net income of a previous fiscal period, a debit or a 
credit IS made to the capital account instead of to the income or the 
expense account, since all income and expense accounts have been 
closed and the net profit or the net loss for the penod has been trans- 
ferred to the capital account 

Fcv AvsjxijJe, a cS ,^pO£I for a^vsriisijig has hsea shargeH 

as an expense applicable to a particular month, although it is for space 
in a newspaper for a penod of six months If the error is discovered 
after the books have been closed, the following entry is made 


0 
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The method of con’ecting errors will, to some extent, depend on the 
nature of the errors and the circumstances suiTounding them. \^dhle 
the bookkeeper has considerable latitude in the methods used, he 
must make the con'ections and the ex^planations so clear that they can 
be readily understood by any one examining the records. 

QUESTIONS 

1. Should the less experienced bookkeeper be assigned to the general 
journal or to one of the special journals? Why? 

2. Ray S. Hardin posts to customers’ and creditors' accounts each day, 
but he makes all other postings at the end of the month, (a) Is his general 
ledger always in balance? (b) If it is not, when can its accuracy be proved? 

3. Describe the two related transactions indicated in the “T” accounts 
below : 

Cash Accounts Payadle Purchases Put.. Discounts 

j (b) 1,568 (b) 1,600 j (a) 1,600 la) 1,600 j 32 

4 . Don Cooper pays several invoices that are subject to cash discounts. 

The date of each invoice, the terms, the amount and the date of payment 
are given in the following table. How much is the pajment in each case? 


Date of 



Date or Invoice 

Tek.MS 


A.MOUNT 

Payment 

(a) 

October 4 

2 10, n 30 


$200 00 

October 13 

(b) 

October 11 

3 10, 1 30, n 

60 

500 00 

October 20 

(c) 

October 14 

1 15, n 60 


400 00 

October 28 

(d) 

October 18 

3H0, 1/30, n 

60 

300.00 

November 16 

(e) 

October 23 

2/10, n/30 


100.00 

November 20 


5. E. H. Slocum finds that his cash on hand by actual count is S148.32 
but that his cash balance as shown by his cash journals is $146.32. Is his 
cash short or over? Give the entry needed to correct his records. 

6. The bookkeeper for Robert Baird records a pajment of $100 as $200. 
When and liow will this eiTor be discovered? 

7. The account at the right is a 
controlling account for either ac- 
counts receivable or accounts pay- 

aWe; jan. 31 

(a) Give the name of the account. 

(b) Name the journal from which 
each posting in the account 
was made. 


1950 

8,600 Jan. 14 150 

31 4,500 
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8. Elmer Brown purchases mmshandise on October 14 from J M Dudley 
for $1,200 on terms of 2/10, n/30 Due to damage in packing, Dudley 
allows a credit of $100 Brown pays the account in full on October 21 
Give the entries to be made to record these transactions 

9. There are eight mistakes m the special journal forms shown below 
List them 


Cash Payments Journal 


'ATE 


Post 

Ref 


I Explanation 


Account Credited I 


GeneralI 

Cr 


SalesI Accts Rec 
Dr Cr 


Sales ICas 
Dis Cr Dr 


Purchases Journal 


)ATE 

Purchase 

No 

Account Debited 

Address 

Date of 
Entry 

Post 

Ref 

Amount 

Terms 










PROBLEMS 

1 . The following purchases, cash payments, and general journal transac 
tions were completed during the month of April, 1950, by William Hunt 
April 1 Paid rent for two months, $360 

3 Purchased merchandise on account from Hall Manufacturing Com 
pany, Cleveland, Ohio, $2,000, invoice dated April S, terms, 
1/15, n/30 

10 Paid cash for returned sales, $200 

11 Purchased merchandise on account from Master Equipment Co, 
Louisville, Kentucky, $2,600, invoice dated Apnl 10, terms, 
1/10, n/30 

Post to the creditors accounts in the accounts payable ledger 

12 Paid mvoicc of April 3 less discount to Hall Manufacturing Com- 
pany 

15 Purchased merchandise on account from Wallace Products, Inc , 
Chicago, Illinois $1,850, invoice dated April 14, terms, 2/15, n/30 

19 Paid invoice of Apnl 10 less discount to Master Equipment Co 

21 Purchased merchandise from Hall Manufactunng Company, $1,750, 
invoice dated Apnl 21, terms, 1/15, n/30 

25 Purchased merchandise for ci^, $500 

Post to the creditors’ accounts in the accounts payable ledger 

28 Paid invoice of Apnl 14 less discount to Wallace Products, Inc 

29 Returned merchandise to Hall Manufactunng Company, $225 

29 Paid utility bills, $28 

30 Withdrew for personal use, $400 

30 Paid salanes for the month as follows office salaries, $150, sales 
salaries, $450 



Ch.9] 


ACCOUNTING FOR CASH 


157 


Inslructions: (1) Record the transactions in a special cash payments 
journal similar to the one illustrated on page 145, a purchases journal similar 
to the one illustrated on page 115, and a general journal. Number the pur- 
chases beginning with 1501. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 


Cash . . . 

Page 1 

Purchases Returns 

Prepaid Rent 

Page 7 

Sales Salaries 

Accounts Payable 

Page 8 

Office Salaries 

William Hunt, Personal 

Page 11 

Misc. General Expense 

Sales Returns 

Page 17 

Purchases Discount 

Purchases . 

Page 18 



Page 19 
Page 20 
Page 22 
Page 23 
Page 24 


Also open the follomng accounts in the accounts payable ledger: Hall Manu- 
facturing Company; Master Equipment Company; Wallace Products, Inc. 

(3) Post from the three journals to the accounts payable ledger and the 
general ledger. 

(4) Prepare a trial balance. 

(5) Prepare a schedule of accounts payable. 


2. The following sales, cash receipts, and general journal transactions 
were completed during the month of April, 1950, by William Hunt. The 
terms of all sales on account are 2/10, n /30. 


April 1. 

3. 

7. 

9. 

12 . 

15. 

19. 

21 . 

22 . 

23. 

26. 

28. 

30. 


Invested $3,000 cash. 

Sold merchandise to George Hill, Santa Ana, California, $2,750. 
Sold merchandise to L. Adair, Whittier, California, $1,650. 

Post to the customers’ accounts in the accounts receivable ledger. 
Received cash from George Hill for invoice of April 3 less discount. 
Sold merchandise to Donald Ferguson, Denver, Colorado, $850. 
Cash sales for April 1-15, $1,775. 

Received cash, $1,650, from L. Adair for invoice of April 7. 
Received cash for returned purchases, $100. 

Post to the customers’ accounts in the accounts receivable ledger. 
Received cash from Donald Ferguson for invoice of April 12 less 
discount. 

Sold merchandise to George Hill, $2,575. 

Sold merchandise to Donald Ferguson, $925. 

Allowed George Hill credit for returned merchandise, $175. 

Cash sales for April 16-30, $2,500. 


I7istructw7is: (1) Record the transactions in a special cash receipts 
journal similar to the one illustrated on page 140, a sales journal similar to 
the one illustrated on page 129, and a general journal. Number the sales 
beginning vuth 601. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 


Cash Page 1 

Accounts Receivable Page 3 

William Hunt, Capital . . Page 10 

Sales Page 16 


Sales Returns. 
Purchases Returns 
Sales Discount . . . 


. . Page 17 
Page 19 
. . Page 26 
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Also open the follomng accounts m the accounts receivable ledger: L Adair, 
Donald Ferguson, George Hill 

(3) Post from the three journals to the accounts receivable ledger and 
the general ledger 

(4) Prepare a trial balance 

(5) Prepare a schedule of accounts receivable 

3. In this problem jou are to record and post the transactions of Paul 
Crane, who began business on June 1 of the current jear. 


Inslruchons (1) Open the following accounts in the general ledger, 
using the page numbers indicated 


Cash 

Page 

1 

Sales Returns 

and Allow- 

Accounts Receivable 

Page 

2 

ances 

Page 12 

Store Equipment 

Page 

8 

Purchases 

Page 13 

Office Equipment 

Page 

4 

Purchases Returns and Al- 

Store Supplies 

Page 

S 

lowances 

Page 14 

Office Supplies 

Page 

6 

Sales Salanes 

Page 15 

Prepaid Rent 

Page 

7 

Office Salanes 

Pa^e 16 

Accounts Paj able 

Page 

8 

l>ItsceUaneous 

General Ex- 

Paul Crane, Capital 

Page 

9 

pense 

Page 17 

Paul Crane, Personal 

Page 10 

Purcha«es Discount Page 18 

Sales 

Page 11 

Sales Discount 

Page 19 


(2) Open the follov,nng accounts in the accounts receivable ledger John 
Edwards, Maxwell Co , George McCall, Bradley Page 

(3) Open the following accounts m the accounts payable ledger Blame £■ 
Snyder, Carson &. Custer, C A Cochrane &, Co , Fiske L Taj lor, Rex Prod 
ucts, Spratt, Inc , Stanley Equipment Co 

(4) Record the transactions in a purchases journal similar to the one 
illustrated on pages 122 and 123 a purchases returns and allowances journal 
page 120 a sales journal, page 129 a sales returns and allowances journal, 
page 135, a cash receipts journal, page 140, and a cash payments journal, 
page 145 Number the purchases beginning with 1, and number the sales 
beginning mth 1 

June 1 Inv ested $7,800 cash 

1 Paid rent for two months, $400 

1 Sold merchandise on account to John Edwards, 346 Mam Street, 
$500 The terms of all sales on account are 2 10, n/30 

^ Purchased merchandise on account from Spratt, Inc , New York, 
$1,700, invoice dated June 1, terms, 1/10, n/30 

4 Purchased merchandise for cash, $250 

^ 5 Purchased store supplies on account from Carson <£, Custer, 201 Mam 
Street, City, $25 50, invoice dated June 5, terms, net 30 dajs 

5 Received credit from Spratt, Inc for merchandise returned to 
them, $75 

Post from all journals to the accounts receivable ledger and the 
accounts paj able ledger. 
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June 8. Received $490 from John Edwards for invoice of June 1 less dis- 
count. 

8. Sold merchandise on account to Maxwell Co., 915 Broadway, $350. 

10. Purchased merchandise on account from Rex Products, Chicago, 
$1,600; invoice dated June 9; terms, 2,10, n/30. 

10. Cash sales for June 1-10, $825. 

11. Sent a check to Spratt, Inc. in payment of invoice of June 1 less 
the return of June 5 and less discount. 

Note that the amount of the return must be subtracted from the 
face of the invoice before the discount is calculated. 

11. Purchased office equipment on account from Stanley Equipment 
Co., Buffalo, $750; invoice dated June 10; terms, net 60 days. 

IS. Received credit from Rex Products for merchandise returned to 
them, $60. 

13. Sold merchandise on account to Bradlev Page, 1042 Ninth Street, 
$275. 

13. Purchased office supplies on account from Fiske <& Taylor, 1850 
Broadway, City, $72.50; invoice dated June 13; terms, net 30 days. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

15. Paid semimonthly salaries as follows: office salaries, $85; sales 
salaries, $225. 

15. Purchased merchandise on account from Spratt, Inc., $1,300; in- 
voice dated June 13; terms, 1/10, n '30. 

18. Allowed Bradley Page credit for merchandise returned, $35. 

18. Sent a check to Rex Products in payment of invoice of June 9 less 
credit for merchandise returned June 13 and less discount. 

19. Received $35 cash for merchandise that was purchased for cash and 
later returned. 

19. Received credit from Spratt, Inc. for allowance on damaged mer- 
chandise, $30. 

20. Sold merchandise on account to Maxwell Co., $450. 

2''. Cash sales for June 11-20, $775. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

22. Purchased store equipment on account from Blaine & Snyder, 
St. Louis, $650; invoice dated June 20; terms, net 60 days. 

23. Sent a check to Spratt, Inc. in payment of invoice of June 13 less 
allowance received on June 19 and less discount. 

25. Allowed Jilaxwell Co. credit for damaged merchandise, $20. 

26. Purchased store supplies on account from Carson & Custer, 201 Main 
Street, City, $35; invoice dated June 26; terms, net 30 daj-s. 

27. Sold merchandise on account to George McCall, 115 Reading Road, 
$6S0. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 
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June 29 Received $350 from Maxwell Co m payment of invoice of June 8 
29 Paid utility bills, $25 

29 Purchased office supplies on account from C A Cochrane &. Co , 
2351 Reading Road, City, $50, invoice dated June 29, terms, net 
30 days 

30 Sent a check to Carson & Custer m payment of invoice of June 5 
30 Received $421 40 from Maxwell Co for invoice of June 20 less 

allowance granted on June 25 and less discount 
30 Paid semimonthly salaries as follows office salanes, $85, sales 
salaries, $225 

30 Withdrew $200 for personal use 
30 Cash sales for June 21 30, $750 

Irfilrueiions (5) Post from the six journals to the accounts receivable 
dger the accounts payable ledger, and the general ledger 

(6) Prepare a trial balance 

(7) Prepare a schedule of accounts receivable and a schedule of accounts 
lyable 

James Randall s bank statement for October showed a balance of 
178 50 on October 31 His checkbook on that date showed a balance of 
res 39 

On compsirmg the canceled checks with his check stubs he found that 
le following checks had not been returned by the bank No 112, $62 50, 
0 116, $10, No 118, $50, No 121, $100 He also discovered that one 
the canceled checks. No 110, for $62 50, had been recorded on the 
leckbook stub as $72 50 A deposit of $345 50 on October 17 had not 
■en recorded m the checkbook A service charge of $1 24 and a counter 
leck for $25 had not been recorded in the checkbook The checkbook 
cord included a deposit of $341 65, mailed to the bank on October 31, 
hich did not appear on the bank statement 

Inslructions Prepare a reconciliation of the bank balance 

George C Martin's checkbook balance on March 31 was $1,795 98 
IS March bank statement showed a final balance of $1,691 12 A com- 
irison of the checkbook with the items on the bank statement revealed 
e following facts A deposit of $100 had been recorded twice in the 
eckbook by mistake A deposit of $225 on March 31 was made too late 
appear on the bank statement A deposit of $125 had not been recorded 
the checkbook The bank had deducted $1 36 for a service charge 
hich had not been recorded in the checkbook and a charge for collecting 
note, $1, which had not been recorded m the dieckbook The following 
lecks had not been presented at the bank for payment No 233 for $50, 
0 236 for $37 50, No 239 for $10 

Inslructions Prepare the reconciliation of the bank balance 



CHAPTER X 

THE PERIODIC SUMMARY 


PR^^RING^T^^ periodic summary for a nontrading busi- 

PERIODIC SUMMARY ness was picscntcd in Chapter \n. A. similar 

summary for a trading business will be pre- 
sented in this chapter. Although there is no standard procedure for 
making such a summary, a convenient procedure, which will be followed 
in this chapter and later ones, is as follows; 


1. Prepare a trial balance. 

2. Compile the data that will be needed in adjusting the accounts. A good 
way to insure that none of the data wll be omitted is to consider each 
item in the trial balance in the order in which it appears and to deter- 
mine if any adjustment will be necessary. 

3. Prepare a work sheet from the trial balance and the data for the 
adjustments. 

4. Prepare a profit and loss statement from the profit and loss state- 
ment columns of the work sheet and a balance sheet from the balance 
sheet columns. 


5. Record the adjusting entries in the journal, using the adjustments 
columns of the work sheet as a basis. 


6. Record the journal entries required to close the income and e.xpense 
accounts and to transfer the net profit or the net loss to the proprietor’s 
personal account and the balance of this accoxmt to the capital 
account. 


7. Post the adjusting and closing entries to the accounts in the ledger, 
and rule the accounts that are in balance or that it is desirable to 
balance. 

8. Prepare a post-closing trial balance. 

9. Prepare reversing journal entries to close the new asset and liabilitj' 
accounts set up by the adjusting entries and to transfer the amounts 
into the income and expense accounts that will be used in recording the 
transactions of the new fiscal period. 

10. Post the reversing entries, and rule the accounts that are in balance. 


If this procedure is compared with that followed in Chapter it 
will be observed that the principal differences in completing the periodic 
smnmarj* are (1) the number of adjustments and (2) the preparation 
of reversing entries. Reversing entries may be used with a nontrading 
business; but in order to make the first summary as simple as possible, 
they were not included in Chapter 

161 
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PREPAPATIOK OF The \ orL required at the end of the penod 
THE WORK SHEET iflustiated from the records of Hiatt 

Home AppLance On December 31 19 d 0 the end of a fiscal period of 
one 1 ear a trial balance is prepared m the first tvi o columns of a ivcrk 
'ffipet Th^ additional data needed in adjusting the accounts are then 
compiled as sho \n m the table below The adjustments are then 
entered m the debit and credit Adjiutmonts columns of the work sheet 
accordmg to ■^\hether the amounts are to be posted as debits or credits 
to the accounts. T^Tien an adjustment affects an account that does not 
appear in the tnal balance the nam e of the account is written below 
tnal balance in the Name of Account column and the amount is 
entered on the same line in the proper A.djustments column (See the 
1 orL sheet illustrated on page 163 ) ITie debit and the credit for each 
adjustment are identified on the work sheet b\ 'mall letters m paren 
theses Thii plan is helpful when the bookkeeper later records the 
adjustmg entnes in the journal 


D^ta fop Ann 'fTMEvre 


M€*x:hatidi5e In\euto’\ Dfececbe* 31 19o0 


rO 000 

Iri%ento*'e5 of Supplie 

^to'e SuppI es 


600 

OPice ^uppLes 


2o0 

Prepaid Insurance Exp red 

On ’'lewhandise 

M'O 


On Sto*e Equipment 

1 0 


On Office Eampmeni 

30 


On Building 

oO 

400 

Salanes Pa\ able 

Sales Salar^^ 

'^100 


Office Salsnes 

60 

360 

Sales Commissions Pajable 


3 000 


The adjustments are entwed on the work sheet in the following 
manner 

Merchm dise Invevlory The menihandise inventory of $18 000 on 
hand at the begmmng of the -vear has dunng the 'v ear become a part of 
the co't of goods sold. This amount 'hould therefore be transferred to 
th<= debit of Profit and Loas Suinmar\ The entrv is made b> crediting 
■Merchandise In'ienton fcH* $18000 and debitmg Profit and Loss 
Summarv for the same amount. 

Tie beginning mi enton no'w reco’^ed in the profit and loss sum- 
mary account and the additional merchandise purchased dunng the 
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year represent the cost of merchandise available for sale Not all of 
this amount is a cost of the current fiscal penod, for an inventory of 
$20 000 IS available at the end of the year An entry must therefore 
be made debiting Merchandise Inventory to record the value of this 
asset and crediting Profit and Loss Summary to record the deduction 
from the merchandise available for sale 

Supplies At the end of the year the inventory of store supplies 
amounts to $600 Store supplies expense is therefore $825 the differ 
ence bet\veen the total debits to the account and the value of the 
inventory Similarly the office supplies inventory is $250 and the office 
supplies expense is therefore $750 Adjustments (c) and (d) are made 
debiting Store Supphes Used and Office Supplies Used for the expenses 
and crediting Store Supphes and Office Supplies to record the decrease 
m the value of these assets 

Prepaid Ivsiirance The value of the asset Prepaid Insurance has 
decreased $400 and expenses have been incurred for insurance on 
merchandise store equipment, office equipment, and building To 
record the decrease m the value of the asset Prepaid Insurance, this 
account is credited for $400 The appropnate expense accounts are 
debited for their part of the insurance expense 

Salaries and Commissions Payable The liability for the salaries 
earned but not paid is recorded by a credit of $160 to the Lability 
account Salaries Payable and debits to the appropnate expense ac 
counts Sales Salaries and Office Salanes Similarly commissions 
earned but not paid are recorded by a credit to the Lability account 
Commissions Payable and a debit to the expense account Sales Com 
missions 

After the adjustments haxe been entered m the Adjustments 
cxOujnn^ the eijuahty oS the ndjustnaejit debits credits -is proved 
by adding the columns 

In the work sheet illustrated on page 92 the amounts in the Trial 
Balance and Adjustments columns are combined m the Adjusted TVial 
Balance columns It is equally correct, however, and often found to be 
simpler, to combine the amounts m the Tnal Balance and Adjustments 
columns as they are extended into the Profit and Loss Statement and 
Balance Sheet columns This latter plan is folloi\ed m the illustration 
on page 163 

When the amounts in the Tnal Balance and Adjustments columns 
are combined and extended, the debit of $18,000 and the credit of 
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$20,000 to Profit and Loss Summaiy are both extended into the Profit 
and Loss Statement columns. The same net profit would have been 
obtained at the bottom of the work sheet if the difference between the 
two amounts had been entered as a credit of $2,000 in the Profit and 
Loss Cr. column. But the debit amount of $18,000 is the beginning 
inventory and the credit amount of $20,000 is the ending inventory. 
Both of these amounts are used in the preparation of the profit and 
loss statement; both are therefore extended so that this statement can 
be prepared completely from the data in the Profit and Loss Statement 
columns of the work sheet. 

When all items have been extended into the Profit and Loss State- 
ment and Balance Sheet columns of the work sheet, the net profit for 
the period is determined by subti'acting the total of the Profit and Loss 
Statement Dr. column from the total of the Profit and Loss Statement 
Cr, column. This net profit is found to be $15,000. The net profit is 
also found by subtracting the Balance Sheet Cr. colunm from the 
Balance Sheet Dr. column. This amount, too, is found to be $15,000 
and is evidence that the work has been completed correctly. The 
amount of the net profit is added to the Profit and Loss Statement Dr. 
column and to the Balance Sheet Cr. column, and the columns are 
then ruled in the manner showm in the illustration on page 163. 


PREPARATION OF THE 
STATEMENTS FROM 
THE WORK SHEET 


The profit and loss statement is prepared 
from the entries in the Profit and Loss State- 
ment columns of the work sheet. The items 


that appear in the Profit and Loss Statement columns are shown in 
the order in which they are used on the report, with the exception of 
those that are listed below the trial balance. The method of preparing 
the profit and loss statement vlll be readily understood by studjing 
the profit and loss statement on page 166 and by rtacing to this state- 
ment each amount that appears in the Profit and Loss Statement 
columns of the work sheet. 


The balance sheet is prepared from the entries in the Balance Sheet 
columns of the work sheet. The method of preparing the balance sheet 
from these columns uill be understood readily by tracing each amoimt 
in the Balance Sheet columns of the work sheet to the balance sheet 
on page 167. The proprietorship is the balance of tlie capital account 
on the work sheet plus the difference betiveen the net profit for the 
pei-iod and the balance of the proprietor’s personal account. If the 
balance of the pemonal account is gi'eater than the profit, the difference 
is subtracted fi'om the old balance of the capital account. 
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EIATT H01!E APPLIANCES 

Profit and Loss Stateoent 
For Tear Ended December 31i 1950 


Income from Sales: 

Sales tl53,500 

Less Sales Returns and Allowances 3.500 

Net Sales ..... 

Cost of Goods Sold: 

Merchandise inyentory, December 31» 1949. . . . . f 16,000 

Purchases .... $112,500 

Add Freight in 7.500 

Delivered Cost of Purchases , $120,000 

Less Purchases Returns and Allowances • l.ODO 

Net Purchases 116.000 

Merchandise Available for Sale $134,00^ 

Less Merchandise Inventory, December 31, 1950 . . 20.000 

Cost of Goods Sold 

Gross profit on Sales. 

Operating Expenses: 

Selling Expenses: 

Sales Salaries ....... $8,000 

Sales Coomissicns. . 3.000 

Advertising . . 3,400 

Store Supplies Used. 825 

Insurance Expense on Merchandise ... 170 

Insurance Expense on Store Equipment . 150 

Miscellaneous Selling Expense 455 

Total Selling Expenses • $ 15,000 

General Expenses: 

Office Salaries $3,200 

Taxes 1,700 

Office Supplies Used 750 

Insurance Expense on Office Equipment. 30 

Insurance Expense on Building 50 

Miscellaneous General Expense 770 

Total General Expenses ............ 6. 500 

Total Operating Expenses. ............ 

Net Profit from Operations ..... 

Other Income: 

Purchases Discount. ......... $ 2,500 

Other Expenses; 

Sales Discount 2,000 

Net Addition .. ...... 

Net Profit . .............. 


$150,000 


114,000 
$ 3^,000 


21,500 
$ 14,500 



Profit and Loss Statement 
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HIATT HOME APPLIANCES 

Balance Sheet 
December 31, 1950 


Assets 

Current Assets: 

Cash § 3,000 

Accounts Receivable 20,000 

Merchandise Inventory 20,000 

Total Current Assets $43,000 

Fixed Assets; 

Store Equipment $28,500 

Office Equipment 5,500 

Building 12,000 

Land 3.000 

Total Fixed Assets 49,000 

Deferred Charges to Expense: 

Store Supplies $ 600 

Office Supplies 250 

Prepaid Insurance . 150 

Total Deferred Charges to Expense 1,000 


Total Assets $93,000 


Liabilities 

Current liabilities; 


Commissions Payable 3.000 

Total Current Liabilities $18,000 

Fixed Liabilities: 

Mortgage Payable (Due 1954) 3,000 

Total Liabilities $23,000 

Proprietorship 

Tamos Kiatt, Capital, January 1, 1950 $60,000 

Net Profit for the Year $15,000 

Less James Hiatt, Personal ... 5,000 10 , 000 

James Hiatt, Capital, December 31, 1950 70,000 

Total Liabilities and Proprietorship ....... $93,000 


Balance Sheet 
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ADJUSTING ENTRIES After the financial reports have been pre- 
pared, the adjusting entries are recorded in 
the general journal The Adjustments columns of the work sheet are 
used as the basis of these entnes After these entries have been posted, 
the accounts ivill reflect the financial condition of the business at the 
end of the fiscal period The adjustmg entnes for Hiatt Home Ap- 
pliances are illustrated below 


GEKERAL JOURNAL PUE 
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Closing Entries 
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CLOSING ENTRIES The closing entn^ are recorded in the general 

journal These entnes summanze in the 
profit and ioss summary account the income, costs, and expenses for 
the period B> means of these entnes, also, the net profit (or net loss) 
IS transferred from the profit and loss summary accoimt to the pro- 
pnetor s personal account and the balance of the latter account may 
be closed into the capital account The closing entnes of Hiatt Home 
Appliances are illustrated on page 169 

It \nll be obser\ ed that four closing entnes are made the first closes 
all profit and Joss statement accounts with credit balances and transfers 
these credit balances to the credit side of the profit and loss summary 
account, the second closes all profit and loss statement accounts with 
debit balances and transfers these debit balances to the debit side of the 
profit and loss summary account, the thiM closes the profit and loss 
summarj account and transfers the balance to the propnetor’s personal 
account and the fourth closes the personal account and transfers the 
balance to the propnetor s capital account 

When these entnes are posted to the profit and loss summarj 
account in the usual manner that account will show only three debits 
and two credits 






T 
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6 e e 

^‘\37\/io e 0 ^ 


A37 I SCO 0 0 c 
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Some accountants however, prefer to have the profit and loss 
summary account show the income, costs and expenses m detail In 
such instances the individual items in each entry are posted to the 
profit and loss summary account For example, in the first journal 
entry Sales, Purchases Returns and Allowances, and Purchases Dis 
count are debited, and Profit and Loss Summary is credited for the 
sum of the three amounts When the entry is posted to the profit and 
loss summary account, three credits are entered separately and the 
source of each credit is indicated m the Items column Similarly the 
journal entry shows one debit for all costs and expenses, but when the 
entry is posted, the vanous debits making up this total are entered 
separately and the source of each is mdicated m the Items column 
This method, illustrated on page 171, has the advantage of showing in 
the profit and loss summary accoimt all sources of income, cost, and 
expense instead of totals only 
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Profit and Loss Summary Account with Itemized Entries 


After the adjusting entries and the closing entries shoum on pages 
168 and 169 have been posted to Hiatt’s ledger and the accounts have 
been balanced and ruled, only the asset accounts, the liability accounts, 
and the proprietor’s capital account remain open. The balances of 
these accounts con-espond exactly mth the amounts on the balance 
sheet on page 167. 


THE POST-CLOSING At the end of a fiscal period the equality of 
TRIAL BALANCE |-|^g debits and the credits in the ledger is 

determined by means of a tidal balance. The adjusting and the closing 
entries are then made. If these entries are recorded and posted cor- 
rectly, the equilibrium of the debits and the credits in the ledger is not 
disturbed because the entries consist of equal debits and credits. A 
post-closing trial balance is therefore taken to test the accui-acy of 
these entries. The post-closing trial balance of Hiatt Home Appliances 
is illustrated at the top of the following page. 
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Post'Closing Trial Balance 


REVERSING ENTRIES After the ledger has been closed, the liability 
account Salaries Payable has a credit balance 
of $160. When salaries are paid at the end of the biweekly pay period, 
a part of the payment will cancel this liability' and a part will be salary 
expense of the new period. It may not be convenient, however, for 
the bookkeeper to make this analysis at the time salaries are paid. 
Therefore, before the entries for the new period are recorded, an entry’ 
is made debiting the liability accoxmt Salaries Payable for $160 and 
crediting the expense accounts Sales Salaries and Office Salaries for 
$100 and $60 respectively. The total amount paid for salaries in the 
new period \rill be debited to the appropriate expense accounts. The 
balance of these accounts will then represent the actual expense for 
the new period. 

Sirmlarly the liability account Comnussions Payable is debited for 
$3,000 and the expense account Sales Commissions is credited for that 
amount. During the new period the expense account Sales Com- 
missions will be debited for all commisrions paid. The balance of the 
account irill then represent the actual expense for the new period. 
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Entries similar to these are called reversing entries because they 
reverse the adjusting entries made at the end of the preceding fiscal 
period. The reversing entries of Hiatt Home Appliances are illustrated 
below: 


GENERAL JOURNAL 
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Reversing Entries 


OEOtT 

AMOUNT 


Pack 


i C> 0 


3 0 0 0 


0 0 


0 0 


/ 0 0 0 0'^ 
(, 0 0 o\ 


3 0 0 0''0 c 


After the reversing entries have been posted, the ledger of Hiatt 
Home Appliances will be ready for the entries to record the ti'ansactions 
of the new period. 


QUESTIONS 

1. J. P. Allen, a shoe merchant, has his bookkeeper prepare statements 
monthly but close the books only once a year. How many months will be 
covered in the Profit and Loss Statement columns of the work sheet on 
January 31? On March 31? On November 30? 

2. The work sheet illustrated on page 163 does not use columns headed 
“Adjusted Trial Balance” that were used in the work sheet on page 92. 
Discuss the advantages and the disadvantages of using these columns. 

3. R. D. Adams’ personal account has a debit balance at the end of his 
fiscal period before the books ai'e adjusted and closed. Could it have a 
debit balance after the accounts ai'e adjusted and closed? E.xplain. 

4. What is the difference in the purpose of (a) adjusting entries, (b) closing 
entries, and (c) reversing entries? 



174 


ACCOUNTING PRINCIPLES 


[Ch 10 


5 On December 31, the end of the annual fiscal period, what adjusting 
entries would be required for the following items’ Which of the adjusting 
entries would be reversed’ 

(a) The in\entones of merchandise are January 2, $15,398 24, Decem- 
ber 31, $16,245 65 

(b) Office Supplies costing $150 and store supplies costing $425 15 were 
available for use during the fiscal period Office supplies amounting 
to $50 and store supplies worth $100 are on hand on December 31 

(c) On January 1 the prepaid insurance on merchandise was $40 This 
policy expired on June 30 On July 1 a new policj on merchandise 
stock was taken out for a period of one year the premium being $80 
This amount was debited to the prepaid insurance account 

(d) SaJanes that haie accrued since the last pay day amount to $360 01 
this amount $110 is owed to office employees and $250 to store clerks 

6 Explain the nature of the entries marked (a), (b), and (c) in the follow- 
mg account 


Office Salaries 



1950 

Dec 

3l! 

3l! 

Balance 

(a) 

J12 

11 

4.324 

148 

60 

20 

l) 1950 
. Dec 

31 

(b) 

J13 

4,472' 

i 

80 



1 




1 4,472 

S0| 





4,472| 

80 



i 




! 

1 

! 1951 
Jan 

2 

(c) 

C 

1 

148* 

1 

20 



PROBLEMS 


1 The account balances m the ledger of William Evans on December 31 
of the current year are as follows 


Cash 

$ 12 600 

Freight In 

$ 5,000 

Merchandise Inventory 

19,000 

Sales Salanes 

14 000 

Store Equipment 

3,000 

Advertising 

1,500 

Store Supplies 

1,400 

Misc Selling Expense 

600 

Prepaid Insurance 

1 200 

Office Salanes 

600 

William Evans, Capital 

30 000 

Rent Expense 

1,200 

Sales 

100 000 

Misc General Expense 

400 

Purchases 

69,500 




The data for adjustments at the end of the year are: 

Merchandise inventory, $23,500 
Store supplies inventory, $500 
Prepaid insurance expired, $400 

Instrvctions (1) Prepare an eight-column work sheet for the yearly 
fiscal period 

(2) Record the adjusting entnea in a general journal 
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2. The account balances in the ledger of the Morrison Sales Company on 
December 31 of the current year are as follows: 


Cash $ 6,067 

Accounts Receivable 18,000 

Merchandise Inventory. . . . 5,000 

Store Equipment 7,000 

Office Equipment 2,000 

Store Supplies 480 

Office Supplies 175 

Prepaid Insurance 1,600 

Accounts Payable 9,390 

Mortgage Payable 10,000 

S. J. Morrison, Capital .... 30,000 

S. J. Morrison, Pers. (dr.). . . 5,000 


Sales 

$100,000 

Sales Returns and Allow. . , 

500 

Purchases 

88,200 

Freight In 

2,500 

Purchases Ret. and Allow. . 

1,200 

Sales Salaries 

6,540 

Misc. Selling Expense .... 

233 

Office Salaries 

3,145 

Rent E.xpense 

3,600 

Misc. General Expense. . . 

720 

Purchases Discount 

420 

Sales Discount 

250 


The data for adjustments at the end of the year are: 

Merchandise inventory, $15,000. 

Supplies inventories: 

Store supplies, $66. 

Office supplies, $55. 

Prepaid insurance expired, $1,200. 

Accrued salaries: 

Sales salaries, $180. 

Office salaries, $60. - 

Insiructions: (1) Prepare an eight-column work sheet for the yearly 
fiscal period. 

(2) Prepare a classified profit and loss statement and a classified balance 
sheet. 

(3) Record the adjusting entries in a general journal. 

(4) Record the reversing entry as of the beginning of the new fiscal period. 


The accounts and their balances in the ledger of C. C. Clark on March 
31 of the current year were as follows; 


Cash $ 3,232.48 

Accounts Receivable. . . . 4,196.50 

IMerchandise Inventory.. 13,100.00 

Store Equipment 4,750.00 

Office Equipment 1,250.00 

Building 8,000.00 

Land 2,000.00 

Store Supplies 268.75 

Office Supplies 116. SO 

Prepaid Insurance 600.00 

Accounts Payable 3,861 . 50 

Salaries Payable 

Taxes Payable 

^lortgage Pavable 7,500.00 

C. C. Clark, Capital ; 25,000 . 00 


C. G. Clark, Personal (dr.) 300.00 


Profit and Loss Summary 


Sales $18,150.40 

Sales Returns and Allow. . 57 . 80 c. 

Purchases 15,619.67 c 

Freight In 385.10 

Purchases Ret. and Allow.. . 175. OOc^ 

Sales Salaries 400.00 

Advertising 102.75 

Store Supplies Used 


Insurance E.xpense on I^Ier- 

chandise 

Insurance Expense on Store 


Equipment 

Misc. Selling Expense 46.95 

Office Salaries 100.00 

Ta.ves 77.20 
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Office Supplies Used 


Misc General Expense 

$81 

Insurance Expense or 

i Office 

Purchases Discount 

41 

Equipment 

Insurance Expense on Build 
mg 

Sales Discount 

42 


The data for adjustments on March 31 were as follows* 


Merchandise inventory 
Inventories of supplies 
Store supplies 
Office supplies 
Prepaid insurance expired 
On merchandise 
On store equipment 
On office equipment 
On budding 


$13 850 00 

184 50 
81 25 

$15 00 
4 00 
1 25 

10 00 30 25 


Salaries payable 
Sales salanes 
Office salaries 


$50 00 

12 50 62 50 


Taxes payable 


Insirucltons (1) Open an account in the ledger for each account listed 
Enter the balances in the appropriate accounts under date of March 31 

(2) Prepare an eight-column work sheet for the monthly fiscal period 

(3) Prepare a profit and loss statement and a balance sheet 

(4) Record the adjusting entries m a general journal and post to the 
ledger accounts 

(5) Record the closing entries and post to the ledger accounts 

(6) Rule and balance the ledger accounts 

(7) Prepare a post-closing tnal balance 

(8) Record the reversing entries as of Apnl 1 and post to the ledger 
accounts 



PRACTICE SET No. 1 
Part 1 


The transacHons in this pracdce set were completed by Thorny 

^ '=?"rr^ven on the « pages, aPP«- the -thods and 
blank books. 


The general ledger accounts to be used are 


Cash 

Notes Receivable 
Interest Receivable 
Accounts Receivable 
Reserve for Bad Debts 
Merchandise Inventory 
Store Equipment _ 

Reserve for Depreciation of btore 

Equipment 
Office Equipment 

Reserve for Depreciation of Uttice 
Equipment 

Building . . -o -i r t 

Reserve for Depreciation of Building 

Land 

Store Supplies 
Office Supplies 
Advertising Supplies 
Prepaid Insurance 
Prepaid Interest on Notes Payable 
Notes Payable 
Interest Payable 
Accounts Payable 
Salaries Payable 
Mortgage Payable 
Prepaid Rent Income 
Tliomas Benton, Capital 


Thomas Benton, Personal 
Profit and Loss Summary 
Sfllos 

Sales Returns and Allowances 
Purchases 

Purchases Returns and Allowances 

SeMnrand Shipping Force Wages 

Advertising _ 

Advertising Supplies Used 
Store Supplies Used _ 

Depreciation of Store Equipme 
Miscellaneous Selling Expense 
Office Salaries 
Rent Expense 
Office Supplies Used 

Depreciation of Office Equipment 
Depreciation of Building 
Expired Insurance 
Loss from Bad Debts 
Miscellaneous General Expense 
Purchases Discount 
Interest Income 
Rent Income 
Sales Discount 
Interest Expense 


imas Benton, (.^apuai • „ fV,o meres 

•-rrJS du”r month 

consecutively, ^ot all of tne ^ time, 

of this practice set, but all should D p 
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The customers’ accounts in the accounts receivable Jedger are as 
follows 

Becker Tire Shop, 3116 Parkway, City 
BrownHay Garage, 4221 Brownway, City 
Central Service Station, 315 Main St , City 
Dorton £. Dewey, 417 Homer Ave , City 
Evans Garage, 2351 Madison Road, City 
Graham Auto Repair Co , 531 Shaw Ave , City 
Highway Service Station, 3450 Plainville Road, City 
Johnson Tire Shop, 682 E Sixth St , City 
Langdon & Fillmore, 2180 Dale Road City 
Portland Transfer Co , 452 Third St , City 
Rogers Ser\ ice Station, 136 Liberty St , City 
Thompson Garage, Milford 

The creditors’ accounts in the accounts payable ledger are as follows: 
Canton Tire Co , 3742 Canal St , Akron 
Eustis Supply Co , 41$ Mam St , City 
Howard Auto Supplies, 352 Market St , Chicago 
Marshall Radio Corporation, 616 State St, Philadelphia 
Perkins Battery Co , 1032 Randolph St , St Louis 
Randolph Supply Co , 917 Front St , City 
Walker Tire Co , 1240 River Road, Akron 
Whitman Supply Co , 634 Broadway, City 

InstniCHons (2) Open the accounts in the accounts receivable and the 
accounts payable ledgers, arranging the accounts in alphabetic order 

The books of original entry consist of a general journal with two 
amount columns, a purchases journal like that on pages 122 and 123, a 
purchases returns and allowances journal like that on page 120, a sales 
journal like that on page 129, a sales returns and allowances journal like 
that on page 135, a cash receipts journal like that on page 140, and a cash 
payments journal like that on page 145 

Insiruchons (3) Number the pages of each journal beginning with 1 m 
each journal 

The balance sheet of September 30 of Thomas Benton, a wholesale 
dealer in automobile accessories, is as given on the following page 
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THOMAS BENTON 
Bala.vce Sheet 


September 30, 19 -- 


Assets 


Current Assets: 





Cash . 

.5,691 

45 



Accounts Roceiv. 

1,142 

60 



Mdse. Inventory 

24,916 

S5 



Tot. Cur. A'^sets 



31,750 

90 

Deferred Charges: 





Store Supplies 

72 

50 



OfTice Supplies 

ol 

25 



Adv. Supplies 

66 

40 



Prepaid Insurance. 

175 

80 



Tot. De{, Charges 



365 

95 

Total Assets 



32,116 

85 


Liabilities and Proprietorship 


Current Liabilities; 




Accounts Payable 



2,162 

Proprietorship; 




Thomas Benton, Cap 



29,9.54 

Total Liab. &; Prop. 


I 

32,116 

— 


hislnictions: (4) Make the opening entry in the general journal from the 
balance sheet. Post the entry. 

The details of accounts receivable and accounts payable on September 
30 are: 

Accounts Recei%'able 

Brownway Garage, 4221 Brownway, City, sale of Sep- 


tember 29... . $ 206.50 

Graham Auto Repair Co., 531 Shaw Ave., City, sale of 

September 27 . 347.80 

Langdon & Fillmore, 2130 Dale Road, City, sale of Sep- 
tember 28 . 142.25 

Thompson Garage, Milford, sale of September 26 446.05 


Total Accounts Receivable .... ... $1,142.60 

Accounts Payable 

Eustis Supply Company, 416 Main Street, City, Sep- 
tember 3, Purchase No. 387; terms, net 30 days $ 65.00 

Marshall Radio Corporation, 616 State St., Philadelphia, 

September 26, Purchase No. 413; terms, 2 '10, n ■'30 . . 985.60 

Walker Tire Company, 1240 River Road, Akron, Sep- 
tember 28, Purchase No. 414; terms, 2/10, 1/15, n 30.. 1,112.25 


Total Accounts Payable $2,162.85 


Instrnctioyis: (5) Record the balances in the appropriate customers' and 
creditors’ accounts. All sales are made on the terms 2 10, n 30 and therefore 
the terms of each sale need not be given in the account, but the date of each 
sale should be shovm in the Items column. Both the date and the terms of 
each purchase should be shown in the Items column in the accounts payable 
ledger. 


ACCOUNTING PRINCIPLES 


Narratn’e of Transactions lor October 
Ocloher 1 Paid the rent of building and equipment for October $600 
October 2 Made the following purchases on account 
Purchase No 416, Marshall Radio Corporation merchandise, $201 
Invoice dated October 1, terms, 2/10, n 30 
Purchase No 417, Walker Tire Co, merchandise, $427 50 Invoice dated 
October 1, terms, 2/10, 1/15, n 30 
October 3 Made the following sales on account 
Sale No 781, Central Service Station, $2o8 80 
Sale No 782 Johnson Tire Shop $259 

As all sales are made on the terms 2/10, n/30, the 
terms need not be recorded in the sales journal or 
posted to the customers’ accounts, but it is under- 
stood that all customers making payment within ten 
days of the date of the invoice are entitled to a 2 per 
cent discount 

October 3 Paid cash for advertising m the local newspaper, $115 
Oclober 3 Sent a check to Eustis Supply Co for invoice of September 3. 
October ^ Sale No 780 for $206 50 was incorrectly charged to the account 
of Brov-Ti^ay Garage when it should have been charged to the account of 
Becker Tire Shop 

October i Purchased store supplies for cash, $45 
October 5 Made the following purchases on account 
Purchase No 418, Eustis Supply Co , office supplies $35 75 Invoice 
dated October 4, terms, net 30 days 

Purchase No 419, Perkins Battery Co, merchandise, $225 Invoice 
dated October 4, terms, I 10 n 30 

October 5 Sent a check to Marshall Radio Corporation in payment of 
invoice of September 26 

Whenever an intoice that is subject to discount is 
paid within the discount period, the discount is taken 
In this instance, therefore, the amount of the check 
would be $965 89 ($985 60,Iaceof theinvoice — $19 71, 
cash discount) 

Oeioher 6 Allowed Johnson Tire Shop credit of $15 50 for return of mer- 
chandise on the sale of October 3 

October 6 Sent a check to Walker Tire Co for invoice of September 28 
October 6 Received from Graham Auto Repair Co check for $340 84 in 
payment of the sale of September 27 and from Thompson Garage check for 
$437 13 in payment of the sale of September 26 

As all sales are subject to a discount of 2 per cent 
if payment is made within ten days, each of these 
customers is entitled to a discount You should calcu- 
late the amount of the discount in order to find out 
whether the customer has paid the correct amount. 

October 6 Made the following sales on account: 

Sale No 783, Thompson Garage $347 60 
Sale No 784, Highway Service Station, $364. 

Sale No 785, Dorton & Dewey, $668 05 
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October 6. Paid the following salaries and wages: sales, §330; receiving 
and shipping force, $70; office, $110. 

October 6. Received $686.50, cash sales for October 1-6. 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers. In actual practice 
this posting would be completed daily, but because of the comparatively 
small number of transactions in this set, the posting will be completed only 
at the end of each week and of each month. 

October 8. Received from Becker Tire Shop check for $202.37 in payment 
of the sale of September 29 and from Langdon «&; Fillmore check for $139.40 
in payment of the sale of September 28. 

October 8. Paid cash for miscellaneous office supplies, $35.50. 

October 9. Made the following purchases on account: 

Purchase No. 420, Randolph Supply Co., store supplies, $27. Invoice 
dated October 9; terms, net 30 days. 

Purchase No. 421, Walker 'Tire Co., merchandise, $700.74. Invoice dated 
October 8; terms, 2/10, 1/15, n/30. 

October 9. Paid the printer $21.75 for booklets for the salesmen. Charge 
Miscellaneous Selling Expense. 

October 10. Made the following sales on account: 

Sale No. 786, Brownway Garage, $1,736. 

Sale No. 787, Graham Auto Repair Co., $558.40. 

October 10. Sent a check to Marshall Radio Corporation for invoice of 
October 1 and a check to Walker Tire Company for invoice of October 1. 

October 12. Made the following sales on account: 

Sale No. 788, Evans Garage, $2,003.35. 

Sale No. 789, Becker Tire Shop, $483.25. 

October 12. Purchased merchandise for cash, $575.95. 

October IS. Received from Walker Tire Company a credit memorandum 
of $25.40 for return of merchandise on invoice of October 8. 

October IS. Received from Johnson Tire Shop check for $238.63 in pay- 
ment of the sale of October 3 less credit for return of October 6 and from 
Central Service Station check for $253.62 in payment of the sale of October 3. 

October IS. Sent a check to Perkins Battery Company for invoice of 
October 4. 

October IS. Made the following purchases on account: 

Purchase No. 422, '^Tiitman Supply Co., advertising supplies, $40. 
Invoice dated October 12; terms, net 30 days, 

Purdlmse No. 423, Canton Tire Co., merchandise, $1,030.70. Invoice 
dated October 12; terms, 2<'10, n/30. 

October IS. Allowed Evans Garage credit of $74 for merchandise returned 
on the sale of October 12. 

October IS. Paid the following salaries and wages: sales, $330; receiA-ing 
and shipping force, $70; office, $110. 
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Ocloler 15 Receded ?475, cash sales for October 8 13 

Post to the accounts m the accounts recei%able and accounts pajable 
ledgers 

October 15 Withdrew, $200 in cash for personal use 
October 15 Paid freight m charges amounting to $89 75 
October 16 Made the following sales on account. 

SaleJso 790 Rogers Ser\nce Station, $679 20 
Sale Vo 791, Portland Transfer Co , $334 50 

October 16 Reeened from Highway Service Station check for $356 72 in 
pav ment of the sale of October 6 and from Dorton &. Deuey check for $654 69 
m pajment of the sale of October 6 

October 17 Made the following purchases on account 
Purchase No 424, Eustis Supply Co , office supplies, $35 Invoice dated 
October 17, terms net 30 dajs 

Purchase No 425, l^alker Tire Co merchandise, $2376 18 Invoice 
dated October 16, terms, 2 10, 1 15 n 30 
October 1 7 Sent a check to Walker Tire Company for inv oice of October 8 
less credit memorandum received October 13 and less discount 

October 18 Received $2o for the return of merchandise that had been 
purchased for cash 

October 18 Purchased miscellaneous office supplies for cash, $45 
October 19 Allowed Rogers Service Station credit of $7 95 for merchandise 
returned on the sale of October 16 

October 20 Made the following sales on account 
Sale No 792 Langdon L Fillmore $1 471 50 
Sale No 793 Dorton L Dewev $570 40 
Sale No 794, Evans Garage, $358 05 

October 20 Received from Brownwaj Garage check for $1,701 28 in 
pav-ment of the sale of October 10 and from Graham Auto Repair Co check 
for $547 23 in pav ment of the sale of October 10 

October 20 Sent a check to Canton Tire Company for mvoice of October 

12 

October 20 Paid the following salanes and wages sales $330, recemng 
and shipping force, $70, office, $110 

October 20 Received $521 40, cash sales for October 15-20 

Post to the accounts m the accounts receivable and accounts pajable 
ledgers 

October 22 Received from Evans Garage check for $1,890 76 in pajunent 
of the sale of October 12 less credit for return of October 13 and from Becker 
Tire Shop cheek for $473 58 m payment of the sale of October 12 
October 23 ifade the following purchases on account 
Purchase No 426, Howard Auto Supphes, merchandise $393 60 Invoice 
dated October 22, terms, 3 10, n 30 
Purchase No 427, Whitman Supplj Co, advertising supplies, $55, In- 
voice dated October 23, terms, net 30 da>s 
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October 2^. Made the following sales on account: 

Sale No. 795, Johnson Tire Shop, $276. 

Sale No. 796, Highway Service Station, $332.65. 

October 25. Sent a check to Walker Tire Company for invoice of Octo- 
ber 16. 

October 26. Allowed Highway Service Station credit of $20 for damaged 
merchandise on the sale of October 24. 

October 26. Received from Rogers Service Station check for $657.82 in 
payment of the sale of October 16 less credit for return of October 19 and from 
Portland Transfer Co. check for $327.81 in payment of the sale of October 16. 

October 27. Made the following sale on account: 

Sale No. 797, Thompson Garage, $1,381.05. 

October 27. Received from Howard Auto Supplies a credit memorandum 
of $40, allowance for damaged merchandise on invoice of October 22. 

October 27. Paid the following salaries and wages: sales, $330; receiving 
and shipping force, $70; office, $110. 

October 27. Received $843.50, cash sales for October 22-27. 

Post to the accounts in the accounts receivable and accounts payable 
ledgers. 

October 29. Made the following purchases on account: 

Purchase No. 428, Canton Tire Company, merchandise, $2,058.68. 
Invoice dated October 27; terms, 2 10, n 30. 

Purchase No. 429, Randolph Supply Co., store supplies, $43.50. Invoice 
dated October 29; terms, net 30 days. 

October SO. Allowed Thompson Garage credit of $24.95 for return of 
merchandise on the sale of October 27. 

October SO. Paid bills for heat, light, and power, $75. (Charge Miscel- 
laneous General E.xpense.) 

October SO. Paid the telephone bill, $25. (Charge Miscellaneous General 
Expense.) 

October SO. Received from Thompson Garage check for $347.60 in pay- 
ment of the sale of October 6 and from Evans Garage check for $350.89 in 
payment of the sale of October 20. 

October SI. Made the following sale on account; 

Sale No. 798, Becker Tire Shop, $588.30. 

October SI. Received from Canton Tire Company a credit memorandum 
of $11.80 for merchandise returned on invoice of October 27. 

October SI. Paid freight in charges amounting to $86.75. 

October SI. Withdrew $200 in cash for personal use. 

October SI. Received $395, cash sales for October 29-31. 
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The cash balance is $G 443 37 Prove cash Cash is proved by comparing 
this balance which m actual practice would he obtained from the bank state 
ment and a count of cash on hand with the cash balance shown by the books 
The cash balance may be found before posting by adding the beginning 
balance and the total cash receipts (total of the Cash Dr column m the cash 
receipts journal) and subtracting from this amount the total cash payments 
(total of the Cash Cr column m the cash payments journal) 

Post to the accounts m the accounts receivable and accounts payable 
ledgers 

Post to the general ledger accounts from the general journal and the 
genera! columns of the purchases journal the cash receipts journal and the 
cash payments journal 

Total and rule the vanous special journals and post the totals to the 
appropriate general ledger accounts 


PERIODIC SUMMARY 

As the proprietor Thomas Benton considers each month to be a separate 
fiscal period the periodic summary must now be completed The additional 
data required for this summary are 

Merchandise inventory $22 655 60 

Deferred charges to expense 
Inventories of supplies Store supplies 
Office supplies 
Advertising suppli 3 

Insurance expired 


Accrued expense 


Sales salanes 

16o 00 

Receiving and shipping force wages 

S5 00 

Office salanes 

55 00 


Complete the work at the end of this fiscal penod according to the outline 
on page 161 Also prepare schedules of accounts receivable and accounts pay 
able Be sure to record and post the reversing entries 

Part 2 of this practice set containmff the narratne of transactions for Noiem- 
her begins on page 2^9 immediately after Chapter XIV The books of account 
for October will be needed at that time 


83 40 
187 SO 
45 80 
76 00 



CHAPTER XI 

ACCOUNTING FOR NOTES AND INTEREST 

NATURE OF INTEREST The gi'anting of credit is one of the services, 

among many, rendered by the seller to the 
buyer, and its cost is included in the sales piice of the commodity. 
Credit, itself, is a commodity that is often bought and sold. The price 
paid for credit is kno^^m as interest. For example, John Reed may 
borrow $1,500 in cash from the First National Bank on Jime 1 and agree 
that he ■will pay this amount on September 1 wth interest at 6 per cent 
for the thi'ee-month period. Accordingly he pays $1,522.50 on Septem- 
ber 1, of which $22.50 is interest, the price he pays for the use of $1,500 
from June 1 to September 1. 

IVhen a business borrows money, it ordinarilj^ gives the lender a 
Witten promise to pay knowm as a note. The note may be mterest- 
hearbig or non-interest-bearing. If it is interest-bearing, it states that 
interest is to be paid at a fixed percentage. If it is non-interest-bearing, 
no interest is charged until after the due date. Interest may be charged 
at the legal rate for any time that the note remains unpaid after it is 
due. 


C^J1,‘;00.00 Kansas Citv. Missouri. June 1. . ■7.y l9 

i Three months 5 

i national Bank I 

s Thousand Five Hundred OU/lOO 

? First national Bank 


5S ^7L.>-Sept. 1, 19i9 G 

Of C4 





Interest-Bearing Note 


Notes issued by firms to banks in prociu'ement of loans are interest- 
bearing if the interest is to be collected at matmity, that is. when the 
notes are due. The bank may require, however, that the interest on a 
note be paid at the time the loan is contracted. In this case no rate of 
interest is stated on the face of the note because no interest is to be 
collected at maturity. A more detailed explanation of interest on 
notes issued to banks is given later in this chapter. 

1S5 
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The interest charged a business by its creditors is an expense and 
is called interest expense The interest that a business charges its 
customers is an income and is called xnteresl income It is evident that 
interest expense to one firm is interest income to the firm to which the 
interest is paid 

ASCERTAINING The rate of interest for a year is stated as a 

INTEREST percentage of the face of the note Thus, if 

the rate js 6 per cent, the face of the note is $1,000, and the time is 
one year, the interest is six one-hundredths ( OG) of $1,000, or $60 a 
year 

The time involved m ordinary commercial loans is usually less than 
one year, consequently the greater portion of practical interest prob- 
lems require ascertaining the interest for a fraction of a year To facili- 
tate these calculations it is customary to regard a year as 360 days 
In figuring interest on notes, businessmen usually consider a month 
to be 10 days or onc-twolfth of a year When banks discount notes, 
however, they usually count the exact number of days until matunty, 
although 3G0 days are considered one year Tor example, a note for 
$1 200 that IS issued on July 1 and is to bo duo on September 1 is issued 
for02days or 62/360 of a year The method of determining the 62 days 
is shown in the table below 

July 1 to July 'll 30 days 

AuRust 31 days 

September 1 day 

02 days 

Since the note is not one day old until July 2, July 1 is not counted; 
but the due date September 1, is counted 

There are various ways of calculating interest The simplest 
formula is 

Time X Hate X Principal =» Interest 

In the preceding note the time was 62 days or 62/360 of a year, the 
rate was G per cent, and the pnncipal was $1,200 Upon applying the 
formula, the interest was found to be 

jpl X X 200 . J12 40 interest 

Another method of calculating interest, which many think requires 
loss time, IS called the GO-day method This method is based on the 
fact that interest at 6 per cent for 60 day^ is equal to interest at 1 per 
cent for 360 days, or one year The interest on $1,200 for 62 days at 
6 per cent may then be found as follows' 
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$1,200 for 60 days at 6% $12.00 

$1,200 for 2 days (1/30 of $12) ,40 

Interest for 62 days $12.40 


It is often necessary to ascertain the interest for a certain period at 
a rate greater or smaller than 6 per cent. In such a case the interest 
for the period at 6 per cent is determined first. The proper amount to 
be added to or subtracted from this amount is then computed, and the 
interest at the given rate is thus ascertained. For instance, if, in the 
example given above, the interest rate were 8 per cent, the interest on 
$1,200 for 62 days at 6 per cent would be determined first. The interest 
at an additional 2 per cent would then be found by taking one third 
of the interest at 6 per cent. The two amounts would then be added. 
The calculation of the interest in this case is shov\m by the following 
table: 

Interest on $1,200 for 62 days at 6% = $12.40 

Interest on $1,200 for 62 days at 2% = 4.13 

Interest on $1,200 for 62 days at 8% = $16.53 

If the rate of interest in the preceding example were only 5 per cent, 
one sixth of the interest at 6 per cent would be determined and this 
amount would be subtracted from the interest at 6 per cent. The 
calculation of the interest in this case is shown by the following table: 

Interest on $1,200 for 62 days at 6% = $12.40 

Interest on $1,200 for 62 days at 1% = 2.07 

Interest on $1,200 for 62 days at 5% = $10.33 

NOTES PAYABLE All notes payable are usually recorded in one 

account. If many notes are issued, a supple- 
mentary record that gives the details of the notes may be kept. The 
form of this record wdll be discussed in a later chapter. 

'\^Tien notes are issued to creditors in payment of accounts, the 
liability Accounts Payable is decreased and the liability Notes Payable 
is increased. These facts are recorded by debiting the accounts of the 
creditors to whom the notes were issued and by crediting the notes 
payable account. 

For example, if a business wishes an extension of time on an invoice, 
it may give a creditor a note payable for a period of thirty or sixly days. 
Assume that on November 7 W. L. Cooke gave a 30-day note for 
$1,000 to a creditor, A. J. Funk. The following journal entry was 
made: 


Nov. 7 Accounts Payable — A. J. Funk 1,000 

Notes Payable 1,000 


Issued a 30-day note wthout interest. 
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When Cooke paid the note on December 7, the following entrj was 
made in his cash payments journal 


CASH t>AYMEHTS JCMiSHAL 


iNotes Pa\able 


When A J Funk received the note from Cooke, he might have 
transferred it to his bank for cash If be had done so Cooke s entry 
i\oii]d ha%e been the same but his payment would have been made 
to the bank. 


RECORDING INTEREST Ldke all other expenses interest expense repre- 
EXPENSE sents a deduction from propnetorchip It is 

recorded as a debit in a separate account entitled Interest Expense 
For example onJulj 1C K Rust gave a creditor, R F Burdick, 
a note for $800 due in 30 da>s and beanng interest at the rate of 
6 per cent On Julj 31 Rust gave Burdick a check for $804 in pavment 
of the note and interest The issuance of the note was recorded m the 
general journal and the pajTnent of the note and interest was recorded 
in the cash pavTnents journal as follows 

July 1 Accounts Pa> able — R F Burdick 800 

Notes Pajable 800 

Issued a 30 da\ 6^^ note m payment of 
the account with R F Burdick 


CASH PAYMENTS JOUH-NAL 


“■ 

1 ^ 


zs 1 

‘“j" I 



■r 

ulv . 31 ' 
31 

I 1 

Notes Pajable 

1 Interest Expense ^ 

R F Burd ck 

Int onaboteQote I 

1 

300 

, Ij 



soo 

4 


The result of these two entnes was a debit of $800 to the account of 
the creditor a debit of $4 to the expense account Interest Expense, 
and a credit of $804 to Cash 

If a merchant has accounts payable subject to cash discount that 
he IS unable to paj because of a lack of cash he will find it to his 
adv'antage to borrow from a bank and to take the cash discount. For 
example on October 1 CIj de Weldm purchased merchandise for $1,200, 
terms 2/10 n/60 from Howard Dawes On October 11 Weloin did 
not have the money with which to pay this invoice He therefore 
borrowed $1 200 from the bank at 6 per cent for 50 days He sent the 
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creditor $1,176, the amount of the invoice less 2 per cent discount. 
On November 30 he paid the note wdth interest amounting to $10. The 
entries made by Weldin in his cash receipts and cash payments journals 
to record the loan from the bank, the pajnnent to the creditor, and 
the pajnnent to the bank were as follows: 


CASH RECEIPTS JOURNAL 


date: 

ACCOUNT CREOITEID 

EXPLANATION 

m 

||BB 

SALES 

CR. 

ACCTS 

REC. 

CR. 

SALES 

DISC. 

DR. 

CASH 

DR 

Oct. 11 

Notes Paj'able 

50-day, 6% note 


1,200 




1,200 


CASH PAYMENTS JOURNAL 


DATE 

ACCOUNT DEDITED 

explanation 

POST. 

REF. 

GENERAL 

DR. 

ACCTS. 

PAYABLE 

DR. 

PUR. 

DISC. 

CR. 

CASH 

CR. 

Oct. 

11 

Howard Dawes 

Invoice of Oct. 1 



1,200 

24 

1,176 

Nov. 

30 

Notes Payable 

Bank note 


1,200 



1,200 


30 

Interest Expense 

Int. on above note 


10 



10 


The net effect of this group of transactions is a $24 income item 
Purchases Discount and a $10 expense item Interest E.xpense. This 
net earning of $14 is reflected in the net credit of $1,186 to Cash instead 
of the $1,200 Weldin would have paid had he not paid his invoice 
until the end of the 60-daj^ credit peiiod. 

NOTES RECEIVABLE Few notes are received in pajunent of sales 

in a tiT^ical retail business. A note is usually 
received b}’- a retail firm only when a customer cannot pay his account 
on the due date and gives his note to obtain an extension of time. Notes 
are also received by I'etail firms that sell their products on long-term 
credit. For example, a retail dealer in household furniture may receive 
a note from a customer in exchange for merchandise. This note is 
usually paid by monthly installments. '\^Tlolesale fii'ms and manu- 
facturei-s receive notes more frequently than retailers, but accounts 
receivable of such wholesale firms and manufacturei-s are usually much 
larger than their notes receivable. 

The one who signs a note and thus promises to make pajonent is 
knovm as the maker or payer. The one to whom pajunent is to be made 
is knovm as the payee. In the note on page 190, Harold Boyd is the 
maker and E. R. Bryan is the payee. The note is a liability of Boyd as 
he must pay its amoimt, and it is an asset of Br 3 *an because it gives 
him a claim against the propertj' of Boyd. 
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Non Interest Bearing Note 


T^Tien Brjan recened the note from Bo>d he made the following 
entrj m his general journal 

Mar 1 Notes Receivable 182 

Accounts ReceivaUe — Harold Bo>d 182 

Recened a 15*<ia> note without interest 
in pajTnent of the account with Harold 
Bo>d 

The credit entrj is posted to the accounts receivable account in the 
general ledger and to the account of Harold Boyd in the customers 
ledger 

If such transactions are numerous a special column maj be pro- 
nded in the general journal so that the debits to Notes Receivable can 
be posted as a total A separate journal known as a notes receiiabk 
journal is sometimes used 

If Brjan wishes to receive cash on the note before it comes due he 
can discount the note at a commercial bank If he does this he will 
endorse the note bj writing his name on the back of the note This 
endorsement makes him liable for the pajment of the note if the bank 
IS unable to collect cash on the note when it comes due 

It IS customary to record all notes receivable m one account since 
the propnetor has in his possession notes representing the total of this 
account The amount due from each customer on a note can be ascer 
tamed bj examining the notes on hand The date of payment or any 
other information about the note can be determined in the same 
manner If numerous notes are received a supplementary record may 
be maintained to show the details relative to the notes This record 
Will be explained in a later chapter 

tt£COftO{NG iNTEREST Interest income is compensation for credit 
INCOME granted to others Like other forms of in 

come it represents an addition to proprietorship It is recorded as a 
credit in a separate account entitled Interest Income 
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For example, on July 1 John Ritter received from a debtor, William 
Linder, a note for $1,000, due in 30 days and bearing interest at the 
rate of 6 per cent. On July 31 Ritter received $1,005 from Linder in 
payment of the note and interest. The receipt of the note was recorded 
in the general journal and the receipt of cash in pa 3 ’ment of the note 
and interest was recorded in the cash receipts journal as follows: 


July 1 Notes Receivable 1,000 

Accounts Receivable — William Linder 1,000 


Received a 30-day, 6% note to apply on 
account. 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

POST. 

REE. 

CENERAl- 

CR. 

SALES 

CR. 

ACCTS. 

REC. 

CR. 

SALES 

DISC. 

DR. 

CASH 

DR. 

July 

31 

31 

Notes Receivable 

Interest Income 

Note of Wm. Lin- 
der 

Int. on above note 


1,000 

5 




1,000 

5 


The net result of these two entries is a debit of $1,005 to Cash, a 
credit of $1,000 to the debtor’s account, and a credit of $5 to Interest 
Income. 


DISCOUNT ON NOTES Banks may collect interest in advance on the 

loans they make to their customers. A bank 
deducts the amount of interest from the face of the note given it by 
the customer and ^ves him cash for the remainder. This procedure is 
called discounting a note. The deduction made by the bank when it 
discoimts a note is called discount. 

The discount deducted by the bank is not to be confused ivith cash 
discount. A cash discount is a specified percentage applied directly 
to the invoice price. For example, a cash discount of 2 per cent on a 
$300 invoice is 2 per cent of $300, or $6. Discount deducted by the 
bank is interest paid in advance and is computed in the same manner 
as interest. For example, on the preceding amount, $300, bank dis- 
count figured at 6 per cent for 30 daj's would amount to $1.50, calcu- 
lated as follows: 

6% of $300 = $18 a y^ar 
30 days = 1 /12 of a year 
1/12 of $18 = $1.50 

Bank discount is considered an interest expense and is charged to 
that account For example, on September 1 John Ritter discounted 
lus own 30-day note for $1,000 at the First National Bank. The bank 
charged him 6 per cent interest, which amounted to $5. It therefore 
gave him $995 in cash for his $1,000 note. Ritter’s transaction with 
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his bank ^vas recorded in his general journal and his cash receipts 
journal as follows 

Sept 1 Cash y/ 995 

Interest Expense 5 

Notes Payable 1,000 

Discounted our own 30-day note at 6% 
at the bank 


CASH RECEIPTS JOURNAL 




„ 

^9 

IBMi 

H 

H 

Bi 

B 

Sept 1 

Notes Payable 

1 

See ^neral journal! 
entry of Sept 1 

• 

99a 




99o 


The complete entry was made in the general journal, but the 
receipt of cash also had to be recorded in the cash receipts journal if 
this journal was to be a complete record of all cash received The two 
entries were made as shown above, but a check mark was placed in 
the Posting Reference column for the debit to Cash in the general 
journal and in the Posting Reference column for the credit to Notes 
Payable in the cash receipts journal When the books were posted, 
Cash was debited for $995 as a part of the total of the Cash Dr column, 
Interest Expense was debited for $5 from the entry in the gene’ll 
journal, and Notes Payable was credited for $I 000 from the entry 
in the general journal 

On October 1 Ritter paid the bank $1 000 m settlement of the 
note This transaction was recorded as follows 


CASH PAYMENTS JOURNAL 


1 


EXPIAH..™ 

- 1 



Oct I 1 

j Notes Payable 1 

First National 


1 000 

1 000 


The net result of all these entnes was a debit of $5 to the expense 
account Interest Expense and a credit of $5 to the cash account 
Sometimes a business discounts the notes of customers at its bank 
If a customer’s note is non-interest bearing, the bank will deduct from 
the face of the note the interest from the date of discount to the date 
of matunty and will then give the owner the difference If the note is 
interest-beanng, the bank will add to the face of the note the interest 
from the date of issue to the date of maturity in order to find the 
matunty value of the note It tfiU calculate the interest on the matur- 
ity value from the date of discount to the due date and will deduct this 
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amount from the maturity value, giving the owner the difference, 
called the proceeds. 

For example, on November 9 John Patter received from a customer, 
J. W. Stone, the latter’s 90-day, non-interest-bearing note for $1,125 
in pa3mient of a sale on October 10. This transaction was recorded 
as follows: 

Nov. 9 Notes Receivable 1,125 

Accounts Receivable — J. W. Stone 1,125 

Received a 90-day, non-interest-bearing 
note from J. W. Stone in payment of the 
sale on October 10. 

At the end of 30 days Ritter needed additional cash and therefore 
discoimted this note receivable at his bank. The bank had to wait 
60 days from the date of discount to obtain the face of the note, $1,125; 
consequently, it deducted discount, or interest, for 60 days from the 
face of the note. The rate of discount was 6 per cent, and the amount 
of the discount was $11.25. Ritter therefore received credit for 
$1,113.75 for the discounted note. This transaction was recorded in 
the general journal and the cash receipts journal as follows: 

Dec. 9 Cash V 1,113.75 

Interest Expense 11.25 

Notes Receivable 1,125.00 

Discounted the 90-day, non- 
interest-bearing note, dated No- 
vember 9, that was received from 
Stone. 


CASH RECEIPTS JOURNAL 


DATE 

1 

j ACCOUNT CREDITED ' 

1 ; 

1 EXPLANATION ' 

1 

1 P05T 

I REE 

GENERAL 

CR 

SALES 

CR 

. ACCTS 
' PEC 

CR 

SALES 

! DISC 

DR 

CA 

\ o\ 

Dcr j 

0 

1 Uomvftblc 

1 

1 

1 1 

cf'noral journal] 
j entry of Drr 9 j 

1 1 

1 113 75 

i 


j 

! 

i|i 11 


The problem is slightly different if the note bears interest. For 
example, on November 10 Ritter received from Harvey Dickson a 
90-day note for $1,200 with interest at 6 per cent. The transaction 
was recorded as follows: 

Nov. 10 Notes Receivable 1,200.00 

Accounts Receivable — Harvey Dick- 
son 1,200.00 

Received a 90-day, 6% interest- 
bearing note from Harvey Dickson. 

At the end of 90 days this note would be worth $1,218, the face 
plus interest. If the note was discounted at the end of 30 days, the 
bank would take into consideration the fact that it would receive 
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$1,218 when the note is due It would therefore base the discount on 
that amount. If the rate of discount \ras 6 per cent, the discount on 
$1,218 for 60 days would be $12 18. When this amount ($12 18) was 
subtracted from the value of the note at maturity ($1,218), the proceeds, 
or the amount that the bank would pay Ritter for the note, would be 
$1,205 82. These computations may be tabulated as follows: 


Principal of note 

$1,200 00 

Dr. Cr 

Notes Receivable 

Interest (90 days. 6%) 

18 00 

Interest Income 

Value of note at maturity 
Discount (60 days, 6%) 

$1,218 00 
12 18 

Interest Expense 

Proceeds of note (present 

value) 

$1,205 82 

Cash 


The same data are shown graphically below: 


Face 
of Note 

Interest for 90 Days 

Value of 
Note at 
Matunty 

1 ( 

$1,200 


+ $18 

$1,^8 


Discounted 
Value of 
Note 

Discount for 60 Days 

Value of 
Note at 
Matunty 


$1,205 82 

- $12 18 

nlzis 


It is common in transactions such as the one illustrated above to 
consider only the excess of the net proceeds over the face value of the 
note as interest income. The item of $12 18 is not, in reality, interest 
expense, but rather an adjustment of the overstatement of interest 
income If the note had been held until matunty, the interest income 
would have amounted to $18 Discounting the note, however, resulted 
in a net gam of only $5 82. This amount was therefore recorded as 
interest income. The computation of the proceeds of the note would 
be made exactly as shown in the tabulation above The entries in the 
general journal and the cash receipts journal of Ritter would be as 
follows: 

Dec 10 Cash V 1,205 82 

Notes Receivable 1,200 00 

Interest Income 6 82 

Discounted the 90-day, 6% in- 
terest-beanng note dated Novem- 
ber 10 and signed by Harvey Dick- 
son; discount rate, 6%. 
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CASH nncciPTs journal 


DATr 

ACCOUNT CRCDlTfD 

CXhUANATlON 

f^nr 

nrr 

OTNCHAL 

cn 

BAt.r-9 

ert 

ACCTB 

nre 

CK 

BALCS 

DISC 

on 

CABH 

on 

Dec 

10 


rcniral iournal 
( ntrj of Di { 10 

V 

1 CO', SJ 




1 20*) 82 


The foregoing transaction might have been recorded in the cash 
receipts journal only with separate credits to Notes Receivable and 
Interest Income. As this is an unusual transaction, however, the 
method illustrated above is recommended so that the complete ex- 
planation made possible by the use of the general journal wall be 
available. 

In some instances the discount exceeds the interest earned by the 
note to maturity. This happens when the discount rale is higher than 
the interest rate and the discount period is approximately as long as 
the interest period. For example, if Ritter had discounted Harvey 
Dickson’s note at a discount rate of 8 per cent 15 days aftei he received 
it, the discount would have been .$20..30 and he would have received 
proceeds of $1,197.70. The discount in this case w'ould have been $2.30 
gi'oater than the interest to maturity. The enti’ies in the general 
journal and the cash payments journal of Ritter would have been: 

Nov. 25 Cash V 1,197.70 

Intoro.st Expenao 2.30 

Notes Receivable 1,200.00 

Discounted the 90-day, 6% in- 
terest-bearing note dated Nov. 10 
and signed by Harvey Dickson; 
discount rate, 8%. 


CASH RECEIPTS JOURNAL 


DATr 

ACCOUNT CnrOITfO 

rXF*LANATlON 

roTT 

ncr 

■i 

BAurn 

cn 

ACCTS 

nre 

cn 

SALCB 

DISC 

on 

CAS»4 1 

on I 

No\ 

25 

Notci UcocJMiWo 

See genernf iournnl 
enfrj of Noi 25 

V 

1.1!)' 70 




1,107 70 


DISHONORED NOTES l^Ticn a bu.siness discounts a note receivable, 

it is responsible to the bank for the pajunent 
of the note if the note is not paid at maturity by the maker. Discount- 
ing a note therefore results in w'hat is known as a contingent liahilily. 
A contingent liability is not at the time of record a liability, but it 
may become one if some possible event should take place. It is possible 
that the maker of a note will not pay the note w’hen the bank presents 
it to him for payment. In such a case, the note discounted becomes an 
actual liability of the business that discounted it. 
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If a note that has been discounted is not paid when it is due, the 
bank will notify the one who discounted it The latter \vill then have 
to pay for it If the J W Stone note that was discounted on Decem- 
ber 9 (page 193) is dishonored, Ritter ivill have to pay it and vill 
make the following entry 


Feb 




Aects Rec — J W 
Stone 


CASH PAYMENTS JOURNAL 


Paid the di'honoredl 
note of J W Stone 
which was datedl 
Nov 9 and due on 
Feb 7 


If the note had been interest beanng the cash payment would have 
included interest from the date of the note to maturity, and the debit 
to J W Stone would have included the interest If Ritter were re- 
quired to pay a fee at the time the notice of dishonor was given, the 
fee would also be charged to J W Stone 


REpORTiNO CASH ois- Purchases discount and interest income are 
PROFIT AND ^ usually reported on the profit and loss State- 
Loss STATEMENT ment as other tneome, sales discount and 
interest expense, as other expense 

Items listed on the statement under the headings “Other Income” 
and “Other Expense” affect the net profit or the net loss of the enter- 
prise They are considered apart from items representing the ordinary 
operations of the business and are therefore commonly placed at the 
end of the statement A common method of reporting cash discounts 
and interest on the profit and loss statement is illustrated below 


Net Profit from Operations 
Other Income 

Purchases Discount 
Interest Jnccmte 
Total Other Income 
Other Expense 
Sales Discount 
Interest Expense 
Total Other Expense 
Net Addition 
Net Profit 


j;4 087 85 


$570 10 
30 40 

$600 50 


$194 70 
93 65 

288 35 

312 15 
S4 400 00 


Profit and Loss Statement Showing Treatment of Cash 
Discoont and Interest Items 
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As was explained on page 149, if the total other expense is greater 
than the total other income, the difference may be labeled “Net 
Subtraction” and may be subtracted from the net profit from opera- 
tions to obtain the net profit. 

THE CREDIT CYCLE Credit may be received on purchases or may 

be ex'tended on sales. In either case business 
operations are facilitated and the accounting is e.xtended and compli- 
cated. The illustrations below show the evolution of accounting for 
credit. 

S.4LES 

(a) 500 

(b; Sale on account; cash collected at the end of the credit period. 

Cash AccotrNTs Receivable Sales 

(b) 500 j (a) 500 | (b) ^ I (a) 500 

j 

Transaction (b) occui-s at the end of the credit period and represents 
a delayed receipt of cash for the sale. 

(c) Sale on account to A. Walker; note accepted to prolong the 
credit period; note paid at matiu-ity. 

Cash Notes Receivable A. Walker Sales 

(c) 500 (b) 500 (c) 500 (a) 500 | (b) 500 ! (a) 500 

In this tj^ie of transaction three steps are required to produce cash. 

(d) Sale on account to G. Thomas; terms 2/10, n/30; sales discount 
taken bj' customer. 

Cash G. Thomas Sales Sales Discount 

(b) 490 (a) 500 ( (b) 500 ' "(a) 500 (b) 10 1 

I 

In the accounts shovm above, G. Thomas was debited and Sales 
was credited at the time of the sale. Thomas paid this bill vithin the 
discount period and was therefore entitled to a $10 discount. The 
seller, who received the cash 20 days in advance of the 30-day credit 
period, had a sales discount expense of $10. This prompt payment by 
Thomas gave the seller his cash earlier, relieved liim of bookkeeping 
costs, and eliminated the possibility of a bad debt. 


(a) Sale for cash. 

Cash 
(a) 500 I 
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(e) Sale on 
ivith interest 

account to George Moran, 

note received, note paid 

Cash 

Notes Receivable 

George Mora.n 

(c) 505 

(b) 600 (c) 600 

' (a) 500 (b) 500 


Sales 

Interest Income 

(a) 500 

(c) 5 

1 


Since the customer could not pay cash his 60 day, 6 per cent note 
was accepted This note the customer paid wth interest at matunty 


(f) Sale on account to R Thorpe, note received, note discounted 


Cash 

Notes Receivable 

R Thorpe 

(c}502 47| 

(b 500 (c) 500 

(a) 600 I (b) 500 

Sales 

Interest Income 


(a) 500 

1 

1 (c) 2 47 


In this case since 

the customer was imable to 

pay his bill when it 


came due, the propnetor accepted his 60 day, 6 per cent interest 
beanng note In order to obtem cash on this note the propnetor 
discounted it at 6 per cent after 30 days therefore it yielded only $2 47 
of interest income (net) rather than $5 because of the $2 53 discount 
deducted when the note was discounted 

CREDIT TRANSACTIONS As has been pomted out, credit transactions 
INVOLVE A SERIES pemut delayed payments and involve addi 
tional transactions before the deal is closed by final payment These 
additional transactions are based on the credit penod established at 
the time of the imtial transaction Any departure from this basic 
credit penod may result in financial ad\antage or disadvantage to the 
parties For example early j^yment benefits the debtor by the amount 
of the agreed upon cash discount, whereas late payment involves 
interest expense to the debtor and interest income to the creditor 
The relation of cash discounts and interest to the basic credit penod 
IS illustrated at the top of the following page 
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Period During 

Period During 

Period During 

Which Cash 

Which 100% of 

Which 100% -f 

Discount May 

Invoice Price 

Interest Should 

Be Deducted 

Must Be Paid 

Be Paid 

Inception 

1 1 

1 _ . 1 



of the ^ ^ 7 

Transaction ^ 

Original Credit Period Extension Beyond 

The difference in computing cash discount and interest shouid be 
noted. The amount of cash discount is the same on the first and the 
last day of a particular cash discount period. For example, the discount 
of $120 on an invoice for $6,000, dated June 1, terms 2/10, n/30, can 
be deducted either on June 2 or June 11 or any date between. In the 
case of interest, the amount to be added becomes greater day by day. 
On a $6,000, 6 per cent note dated July 1, the interest would increase 
$1 each day. To pay the note on July 2 would require a total of $6,001 ; 
on July 3, $6,002; on July 11, $6,010. 

QUESTIONS 

1. When the Black Department Store started business, it paid cash for 
all its piu'chases and it received cash for all its sales. Its annual volume 
was $20,000. Today, its annual sales total $600,000, including cash sales 
and sales on account payable on the first of the following month. On some 
lines of goods customers pay monthly over 12 to 18 months. On purchases 
the company gets 30 to 90 days with cash discount pri\ileges. To take 
advantage of all its cash discounts, it borrows from local banks on its 
notes, (a) In how many ways can this store use credit transactions? 
(b) Under what conditions might the store give or receive notes? (c) What 
three different accounts may be debited when Sales is credited? (d) When 
Purchases is debited, what three different accounts may be credited? 

2. The balance sheet of Robert Scott, a retail grocer, on December 31 
of the current yeai- showed notes receivable of $5,000 and accounts receiv- 
able of $5,000. On the same date the balance sheet of James Foster, a 
competitor, showed notes receivable of $1,500 and accounts receivable of 
$8,500. (a) Which balance sheet indicated the more desirable condition? 
(b) If Scott and Foster were dealers in farm machinery, would yoiu- answer 
be the same? 

3. On January 7 Harold Thomas purchased goods from the Shore Sales 
Co. for $375, terms 2/10, n/60. On February 1 he gave the vendor his 
30-day, non-interest-bearing note. On IMarch 2 he paid the note. Give 
the entries for the transactions in general journal form (a) on Shore's 
books and (b) on Thomas’ books. 
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4 E H Kramer needs additional funds with which to finance current 
purchase^ He therefore borrows from the bank, giving it a 60-day note 
for $1,000, which discounted at the rate of 6% He also gi\ es a creditor 
a 60-day, 6% note for $1,000 to appl> on account, (a) In what waj will 
the entries to record these two transactions differ*^ (b) Gi\e the entry for 
each transaction m general journal form 

5 In sixtj da^ s Kramer paja both of the notes mentioned m Question 4 
(a In what waj swill the entnes to record the transactions differ’ (b)Gi\e 
the entry for each transaction m general journal form 

$ (a) On October 7 A F Davis recei\es on account from one of his 
customers a 60-dai , non intKasl-beanng note for $500, dated October 6 
(b On October 21 Davis discounts at 6^ c receded on October 7 

m part (a; (c On October 22 Daiis aho discounts a 90-da>, 6% note for 
$1000 dated September 30 The rate of discount is 7% Givetheentnes 
required to record these transactions in general journal form 

7 G E I'IcCauley borrows $1 200 at the bank at 6% for 60 da>s and 
pajs three bilL for $300, $400 and $300 respectiielj on which he is 
allowed a purchases discount of 2% Give the journal entries m genera! 
journal form Is the net effect fa\ orable to hi* proprietorship’ 

8 The fit e transactions incident to a sale transaction are evidenced in 
the T accounts below Gne bneflj the nature of each 

Cash S’otes Receivable R Eylee 

(c 120o9i d) 1210 o; 1 JOO c] 1200 (a) 1,200 (b) 1,200 

(e 1 227 10 I (d) 1215 (e) 1,215 

Sales Interest Income 

a) 1 200 

(e) 12 15 


9 On October 14 A, S Tudor receives a 60-day, 6% note for $1,500 
dated October 12. Tudor discounts this note at 6% on November 11 
The note is protested by the bank on December 11 The note is paid on 
December 26 vnth interest at 6% from date of matuntj Gi% e the journal 
entries for A, S Tudor 

10 John Cimtis receives from Charles Spriggs a 60-day, 6% note for 
$750 dated April 12. On ila> 12 Curtis discounts this note at 6% On 
June 11 the bank asks pajunent of $759 because the note was dishonored 
On Julj 11 Curtis receives cash from Spn^s m full with interest at 6% 
since June 11 Give the journal entries for Curtis on April 12, ^lay 12, 
June 11, and July IE 
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t. Tho (nwi^nctions; of tlu' Oeoau Kiniuico Coniimny in notoj^ rocoivnbk' 
and notot: payablo during 11)50 may bo dorh'od from (ho following (ablo: 



ruiNCll'Al, 

R.\ti: or 

iNTltlU'.sr 

.•Vmopn’t or 

D.A.TI; 

Dm: 

iNTUmtST 

I'.WAiu i: 

FmN'c’tr.M, 

Notes receivable; 





dan. t. 1050 

G mos. 


every .'I nu>s. 

.$ H.OOO 

dan. 15. 1050 

to years 

r><-; 

every G mos. 

10,000 

May HO, 1050 

GO days 

tb-; 

at maturity 

t.llOO 

Notes payable: 





Nov. 15. tOdO 

1 year 


evt'ry G tnos. 

UhOOO 

Aju-. 10. 1050 

G mos. 

tb’j. 

at maturity 

IkOOO 


limtnu'tiom;: Uocord all roroigta and paynu'ula of principal and interest 
when duo during lOSO ii\ a caah rccoipta journal and a caah payinenia journal 
with columns similar to those ilhistratod in this chai'tcr. 

1!. (h llainos convplotod tho transactions listed bolow, among others, 
dttring j» throe-month iiseal period; 

l^opt. 1. Ucccivcd from P. Shore, a customer, a GO-day, iion-intercst-hcaring 
note for SV.lh'O, dated Seplomher 1. 

to. Gave M. Whiting, a creditor, a GO-day, G'','. note for $1!..I00. 

IG. Discounted at the Harris Trust bank at G'’;. the note received from 
D. Shoiw dated September t. 

Oct. 1. Discounted at the Harris 'ITust bank at G'’,'. a G*',’ note for SG.Ot'O 
received from H. Forest on November GO of last jear, due in one 
year. 

S. Ueceived from G. bimm.s. a customer, .a 15-day, 5‘ ;, note for S7,G80. 
dated October S. 

t”. l')iscounted at tho Harris Trvist bank at 7'",' his own G-month note 
for $111,000. 

He. Received payment front G. bimms for the note of October 8. 

Nov. 1. Notified by the Harris Trust bank of the dishonor of the note of 
beptetnber 1 signed by D. Shore. I’aid the t'ank the face value of 
the note and a $5 protest tee. 

0. t’aid amovmt owed on note issued to M. Whiting dated .^e|>tem- 
ber to. 

GO. Received payment from T). Shore for the note of September 1 in- 
cluding interv'st of $GG.01> from the date of maturity. 

I nytriidion^; Record the transactions in a cash rcceipt.s journal, a easli 
payments journal, ai\d a general journal like the ones in this chapter. In 
discounting notes, use the actual number of days to maturity. 
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3 The mdividua] loan accountsmthesubsidiar} ledger of notes receivable 
of the Le 1 ^•ls Loan Co are gi\en below 


\ame John Miller 

Int rate 6^ Pajrrents $200 monthlj plus interest 


Date 

Amolst 

Paid 

ISTEPEST 

1 TO 

Amount of 
Ikteeest 

Paid on 
Pbincipal 

Principal • 
Balance 

7- 1 50 1 

8- 1 50 

9 1 50 1 

$250 

249 

j ' 

6 1 50 

1 9 1 50 

$50 

49 

$200 

200 

1 

$10,000 

9,800 

9,600 

1 

\ame 

Int rate 

Alice Phillips 

6^^ Pavments $400 every 2 months plus mterest 

4-1 0 oO 
6-15 50 

8 15 oO 1 

$500 

496 

6 15 50 

B 15 50 1 

$100 

96 

1 $400 1 

400 

$10,000 

9,600 

9,200 

Name 

Int rate 

Theodore Roberts 

0 *'^ Pavments Interest semiannually; 

principal $1 000 annually 


4 10 49 

10 10 49 

4 10-50 

$ 2o0 
1250 

10-10 49 1 
1 4 10-50 

$2o0 

2o0 

$1,000 

1 $10,000 

1 10 000 

9 000 

Name 

Int rate 

Oscar Thompson 

6^^ Payments $250 monthly including 

principal and mterest 


8- 25-50 ' 

9- 25-50 

$2o0 

9 25 oO 

1 

$50 

1 $200 

$10,000 

9,800 

Name 

Int rate 

Robert Williams 

4^ PavTTients $5 000 annually plus interest 

10-30-48 

10 30-49 

$5,400 

10-30-49 

1 

$400 

$5 000 

$10 000 
5.000 


Inxtrvriions (1) Assume that the principal and the interest on all loans 
are recened on the da> they become due Record receipts during October, 
1950, in a cash receipts journal Tnth the follomng monej columns General 
Cr ; Interest Income Cr ; Notes Receivable Cr , Cash Dr 

(2) Post to the Bubsidiarj ledger If a vorkbook is not used, prepare 
loan accounts as abov e for the subsidiarj ledger 

(3) Enter the October 1, 1950, balance of $42 600 in the notes recen able 
control account Post to the following genera! ledger accounts Cash, Notes 
Receivable, Interest Income 

(4) Prepare a schedule to prove the controlling account. 

*To conserve space, headings are not repeated for each account 
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NEED FOR The life of a business is divided into penods 

CONSIDERATION i i • j a ^ i 

or time knorni as fiscal penods. At the end 

of each fiscal period two statements are prepared: one showing the 

assets, the liabilities, and the proprietorship at the end of the period; 

the other shoving the income and the expenses for the period. True 

statements of the financial condition of the business and of the income 

and the expenses ordinarily cannot be prepared from the ledger ac- 

coimts that include only current transactions, since there are some 

income and expense items that are not recorded ciurently. 

Insurance expense takes place day by day but it is not until a 
balance sheet and a profit and loss statement are being prepared that 
insurance expense is made a matter of record. At that time the insur- 
ance expense applicable to the fiscal period is recorded in one entry 
covering the period. In a similar way provision must be made to see 
that all income and expense items of the period, but no others, are 
included in the profit and loss statement. Any part belonging to future 
periods should appear, not on the profit and loss statement, but on the 
balance sheet. 

The items involved in such adjustments may be grouped in four 
classifications. They are: 


1. Deferred charges to expense. 

2. Deferred credits to income. 

3. Accrued expense. 

4. Accrued income. 


Deferred charges to expense are the amounts that have been paid 
for expenses but that are really applicable to a future period. Deferred 
credits to income are the amounts that have been received in advance 
of the serrices rendered and that will be earned in future periods- 
Under the heading of accruals are the expense and the income items 
that ha\*e accrued from day to day but that have not yet been recorded. 
Interest expense on a note payable and interest income on a note 
recehmble are illustrations of such items. 


deferred charges Deferred charges to expense represent commodi- 

TO EXPENSE l-'gg services that have been purchased 

for consumption but that are imconsiuned at the end of the fiscal 
period. Although such items are purchased and paid for in one period, 

S03 
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the unused portions wnll not become expenses until they are consumed 
in a subsequent penod They are therefore frequently termed prepaid 
expenses Prepaid expenses are of various lands In this chapter pre- 
paid insurance and prepaid interest are discussed to illustrate the 
procedure in handling prepaid expenses at the close of a fiscal penod 

Recording a Deferred Charge as an Asset When insurance premiums 
are paid, the payments are debited to a prepaid insurance account 
At the end of the fiscal penod the amount of the insurance premiums 
expired dunng the penod is ascertained from the policies, or, if an 
insurance policy register is maintained the amount of expired insurance 
is found by obtaimng the total of the column showing the expirations 
for the penod The difference between the total of the premiums paid, 
which IS shown by the prepaid insurance account, and the total of the 
premiums expired, which is determined from the policies or the insur- 
ance policy register, is the amount of unexpired insurance The expired 
insurance is analyzed according to the various types of property in 
sured and the amount of expired insurance applicable to each kind of 
property is reported on the profit and loss statement in the proper 
expense group For example, expired insurance on merchandise and 
store equipment is considered a selling expense, and that on office 
equipment and buildings a general expense 

To illustrate, it may be assumed that the prepaid insurance account 
has a balance of $500 at the close of the year This amount represents 
the unexpired insurance at the beginning of the >ear plus the total of 
the premiums paid during the year On December 31 it is ascertained 
from the insurance policy register that the following insurance has 
expired during the year $170 on merchandise $150 on store equip 
ment $30 on office equipment, and $50 on building The expired 
insurance is recorded by the following adjusting entry 


Dec 31 Insurance Expense on Merchandise 170 

Insurance Expense on Store Equipment 150 

Insurance Expense on Office Equipment 30 

Insurance Expense on Building 50 

Prepaid Insurance 400 


To record the expired insurance premiums 
This entry transfers to appropriate expense accounts all of the 
expired portion of the premiums paid It leaves m the prepaid insur- 
ance account the unexpired portion, $100 This amount will be re- 
ported on the balance sheet as a deferred charge to expense 

Recording a Deferred Charge as an Expense Occasionally prepaid 
expenses are charged directly to expense accounts as they are incurred 
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For example, in the previous chapter when notes were discounted, the 
pi-epaid interest expense was charged directly to the account Interest 
Expense. Assume that on December 1, a business discounts at 6 per 
cent its own 90-day note for $10,000. Its entry in general journal form 
is: 


Dec. 1 Cash 9,850 

Interest E.vpense 150 

Notes Payable 10,000 

Discounted a 90-day note at 6%. 

At the end of the fiscal period on December 31, only one third of 
the interest expense has been used; the othei- two thirds tvill be an 
expense of the futui'e fiscal period. The following adjusting entry 
transfers the unused portion of Interest Expense to an asset account. 
Prepaid Interest on Notes Pa 5 mble. The entry is given below: 

Dec. 31 Prepaid Interest on Notes Payable 100 

Interest Expense . 100 

To record the prepaid interest on notes 
payable. 

The prepaid interest on notes payable will appear on the balance 
sheet as a deferred charge to expense. The balance of the interest 
expense account uill appear on the profit and loss statement under 
the heading “Other Expense.” 

If the interest expense account had a debit balance of $385 before 
the adjustment, the entrj’' to close the account would be: 

Dec. 31 Profit and Loss Summary 285 

Interest Expense 285 

To close the interest expense account. 

^^dien these entries have been posted, the interest expense account 
and the prepaid interest on notes payable account appear as follows; 


Interest Expense 


— 

1949 

— 




1949 







Dec. 

1 

Balance 


235 

Dec. 

31 

Adjusting 

J36 

100 




1 


,135 

150 


31 

Closing 

J37 

285 

. 







3S5 




ji 385 



Prepaid Interest on Notes Payable 


1949 

Dec. 


31 


Adjusting 


J36 


100 
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is charged currently to Interest Expense, at the end of the fiscal period 
a portion of this ex^pense account would represent prepaid interest, 
an asset. In this case the asset portion would be transfeired to an 
asset account. Prepaid Interest on Notes Payable, by the adjusting 
entry. The new account set up by the adjusting entry is a balance 
sheet account. It therefore needs to be reversed before the transac- 
tions of the new period are recorded. 

From this illustration it is possible to formulate a mle for reversing 
entries, as follows: 

(a) If the adjusting entry sets up a new balance sheet account, the adjust- 
ing entry should be reversed at the beginning of the new period. 

(b) If the adjusting entry sets up a neta profit and loss statement account, 
the adjusting entry does not need to be reversed. 

Examination of these two situations will indicate why a reversing 
entry is needed in (a) and not needed in (b). In (b) the new account 
is closed into Profit and Loss Summary; while in (a) the new account 
still stands on the books and needs to be transfeired back to the 
profit and loss statement accoxmt. 

DEFERRED CREDITS Income that is received during one period 
TO INCOME l^ggj^ earned during that period 

but may be earned in a following period. Such items of income are 
knoivn as deferred credits to income. For example, a publishing company 
receives pajnnents for subscriptions to its publications in advance for 
a period of time extending beyond the end of the cun-ent fiscal period. 
The portion of the payments that is applicable to subsequent fiscal 
periods represents a deferred credit to income. When a bank discounts 
the note of a customer, it ma}^ deduct interest for a period extending 
beyond the end of its cun’ent fiscal period. The portion of the interest 
that is applicable to a subsequent fiscal period represents, on the records 
of the bank, a defeiTed credit to income. 

Other examples of defeived credits to income are rent received in 
advance by a business on property ovmed, storage charges received 
in advance by a warehouse company or a garage, premiums received 
in advance by an insurance company, tuition received in advance by 
a school, an annual retainer’s fee received in advance by an attorney, 
and amounts received in advance by an advertising firm for advertising 
serrtce to be I'endered in the futui’e. In each of these cases the un- 
earned portion of the income received is, at the close of the fiscal 
period, a defeired credit to the income of the subsequent period or 
periods in wloich it will be eaimed. 



208 


ACCOUNTING PRINCIPLES 


ICh 12 


Bj accepting pajnnent for the commodity or the service m ad\ance 
a business renders itself liable to furnish the commodity or the service 
at some future time If at the end of the fiscal penod some portion 
of the commoditj or the service has been furmshed part of the liability 
has been discharged and part of the income has been earned The 
earned income appears on the profit and loss statement as part of the 
income of the penod The unearned portion of the payment represents 
a liabihty of the business to furmsh the commodity or the service in 
a future penod and is reported on the balance sheet as a liability under 
the heading Deferred Credits to Income Since these facts appear 
on the reports the> should also be recorded in accounts 

R(COTdxng a Deferred Credit as an Income On December 31 the 
end of a > early fiscal penod the interest income account in the ledger 
of J R McDonald has a credit balance of $1 2o0 The records of the 
business shou that $2o0 of this balance represents prepaid interest 
income The prepaid interest is transferred to the account Prepaid 
Interest on Notes Receu’able by the follomng adjusting entry 

Dec SI Interest Income 250 

Prepaid Interest on Notes Recel^ab]e 250 

To record prepaid interest on notes r^ 
ceil able 

This entrj transfers the balance of prepaid interest to a balance 
sheet account leaving onlj the amount that ti-as earned m the interest 
income account The balance of the interest income account will be 
closed into the profit and loss summary account when the closing 
entries are made 

Since the prepaid interest on December 31 uall be earned dunng 
the next jear it should be recorded in the interest income account as 
income of that jear At the beginning of the new >ear therefore 
the balance of the prepaid interest on notes receivable account is 
transferred to the interest income account bj the following reversing 
entr\ 

Jan 2 Prepaid Interest on Notes Receu able 2o0 

Interest Income 250 

To transfer the prepaid interest on notes 
receivable to the interest income account 

WTien this entrj has been posted the prepaid interest on notes 
receivable and the interest income accounts appear as follows 


Prepaid Interest on Notes Receivable 
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Interest Income 


1949 

Dec. 

31 

31 

Adjusting 

Closing 

J36 

J37 

250 

1,000 

1949 

Dec. 

31 

Balance 

V 

1,250 





1,250 





1,250 




i 


1950 

Jan. 

2 

Reversing 

J38 

250 


The credit item of $250 in the interest income account represents 
income of the period in which the interest \rill be earned. 

Recording a Deferred Credit as a Liability. Income that is received 
before it is earned may be credited to a liability account. For example, 
if 2 'ent income of $4,000 covering a period of two years in advance is 
received on July 1, the transaction may be recoi-ded in general journal 
form as follows: 

July 1 Cash 4,000 

Prepaid Rent Income 4,000 

Two years’ rent in advance. 

On DecembeJ' 31, the end of the fiscal period, $1,000 of this amount 
vill be earned and $3,000 will be unearned. The following adjusting 
entrj’’ maj’’ then be made: 

Dec. 31 Prepaid Rent Income 1,000 

Rent Income 1,000 

To record the earned rent income. 

Prepaid Rent Income then has a balance of $3,000, the amount that 
is unearned, and Rent Income has a balance of $1,000, the amount of 
income earned during the current fiscal period. The credit balance of 
the rent income account is closed to Profit and Loss Summary, the 
credit balance of the prepaid vent income account is reported on the 
balance sheet as a deferred credit to income. 

As was explained on page 207, no reveming entr>^ is required in 
tliis instance because the adjusting enriy set up a new profit and loss 
statement account and not a new balance sheet account. 

ACCRUED EXPENSES At the end of the fiscal period, the accounts 

should show all the expenses incmred during 
that period. In addition to the expenses recorded in the accounts, 
there may be expenses that have accrued but that have not been 
recorded because pajunent will not be due until later. For e.xample, 
a business may pay its employees then' weekly salaries on Thuisdax. 
If its fiscal period ends on Satiu'daj", it will owe its emploj ees salai ie:? 



S10 


ACCOUNTING PJUNCIPLES 


lOv 12 


for two days, but it will not pay the employees until the following 
Thursday. The accrued salaries should be reported as a liability on the 
balance sheet and as an expense of the current period on the profit 
and loss statement. 

The books may be brought into accord the statements by an 
adjusting entry that debits an expense account such as Sales Salaries 
and credits a liability account such as Salaries Paj'able. To illustrate, 
assume that the sales salaries account has a balance of $6,700 at the 
end of the \ ear and accrued sales salaries amount to $100. To record 
the amount owed the salespeople, payment of which will be made in 
the new fiscal period, the following adjusting entrj' b made: 

Dec 31 Sales Salanea 100 

Salanes Payable 100 

To record the gales salaries that ha\e 
accrued for two days. 

This entrj’ completes the record of sales salaries expense and sets 
up tlte accrued liabilitj Salaries Paj-able. 

The accrued sales salaries, that is, the amount recorded in the 
salaries paj’able account. wiU appear on the balance sheet of December 
81 as a current liability. The total sales salaries for the year, that is, 
the balance of the sales salaries account, will appear on the profit and 
loss statement as a selling e.xpense. 

On January 4 of the following year. $SO0 will be paid to the sales* 
people as salaries. Only two thirds of this amount, however, uill 
represent an expense of the new period, for the other one third will be 
amply a cancellation of the liability Salaries Paj’able. Sales Salaries 
may be debited for two thirds of the amount; Salaries Paj’able, for 
one third. In order that this analysis of the paj-ment may be avoided, 
however, a reversing entrj- is made at the beginning of the new period. 
The amount of the accrued salaries is transferred from the salaries 
paj'able account to the sales salaries account by the following entry: 

Jan. 2 Salaries Paj-able 100 

Sales Salanes 100 

To transfer the salaries paj.'able account 
into the sales salanes account 

WTien thb entry has been pceted, the accounts Salaries Pajable 
and Sales Salaries appear as follows: 


SuARiES Payable 
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Sales Salaries 


1949 





1949 





— 

Dec. 

31 

Balance 

V 

6,700 

Dec. 

31 

Closing 

J37 

6,800 



31 

Adjusting 

J36 

100 









1 6,800 





6,800 





ll 

U 

1950 











Jan. 

2 

Reversing 

J38 

100 



When the $300 in wages is paid on Januaiy 4, the entire amount 
can be debited to the sales salaries account. The difference between 
the debit item of $300 and the credit item of $100 in this account will 
be an expense of the year in which the $300 is paid. 

The discussion of the ti'eatment of accrued salaries seiw^es to illus- 
trate the method of handling items of accrued expense in general. If, 
in addition to accrued salaries, there are other items of accrued expense 
at the end of a fiscal period, separate accounts may be set up to record 
as liabilities the claims of others that represent expense items consumed 
dming the period but not payable until a subsequent period. When 
these liability items are numerous, one liability account, termed 
Accrued Payables, may be opened. All accrued liabilities may be 
recorded as credits to this account instead of to separate accounts. 
In this case the nature of each item should be stated in the Items 
column of the ledger account. The accrued liabilities are reported on 
the balance sheet as cuiTent liabilities. WTiether the one account or 
separate accounts are set up to record the accrued liabilities, the proper 
expense accounts are debited for the expenses incuiTed during the period 
but not yet paid. 

ACCRUED INCOME Income may be earned in one fiscal period, 

but it may not be due until a subsequent 
period. Accurate accounting demands that each period be given credit 
for the income earned duifing that period. 

To illustrate, assume that on December 1 a business receives from 
a customer a note for $2,000 due in four months with interest at 6 per 
cent. On December 31 one fourth of this interest has been earned. 
If the books are closed on December 31, $10 of the total interest to be 
received should appear on the balance sheet as an asset and also on the 
profit and loss statement as income earned. To record the asset 
Interest Receivable and the income Interest Income, the following 
adjusting entry is made: 
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are numerous, one asset account, termed Accrued Receivables, may be 
opened. All accrued assets may be recorded as debits to this account 
instead of to separate accounts. In this case the natui'e of each item 
should be stated in the Items column of the ledger accoxmt. These 
accrued assets are reported on the balance sheet as cuirent assets. 
Whether the one account or separate accounts are set up to record 
the accrued receivables, the proper income accounts are credited for 
the income earned diu’ing the period but not yet collected. The ac- 
counts thus reflect the accrued income. This income is I’eported on 
the profit and loss statement as income of the period just ended. 


QUESTIONS 

1. Classify the following items as deferred charges to expense or deferred 
credits to income: 

(a) Subscription payments received in advance by a publisher. 

(b) Property taxes paid in advance. 

(c) Advertising literature on hand. 

(d) Life-insurance premiums received by an insurance company. 

(e) Prepaid rent income received on property owned. 

(f) Interest received in advance by a bank for discounting a note. 

(g) Interest paid in advance at the time a note was discounted at the bank. 

(h) A fire-insurance premium prepaid by a business. 


2. Thomas Mitchell, the manager of a weekly newspaper in a town with 
a population of ten thousand, records receipts from subscriptions as income 
and payments of expenses as operating costs. He contends that this plan 
is satisfactory since the receipts from subscriptions and the payments of 
expenses are uniform from year to year. What are the advantages and the 
disadvantages of this method? 

3. The O’Brien Publishing Compani’’ publishes magazines and collects 
subscriptions and advertising in advance. In both instances the income 
accounts ai'e credited when cash is received. If no adjusting entries are 
made, mil income be overstated or understated? IWiat adjusting entries 
should be made in each case? Are reversing entries needed? 

4. Classify the following as (a) deferred charge; (b) deferred credit; 
(c) accrued income; (d) accn.;ed expense. 

(1) Sales Salaries Payable. 

(2) Interest Receivable. 

(S) Prepaid Rent Income. 

(4) Prepaid Insurance. 
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S The weekly paj roll of T 0 Elliott is $300 This amount is paid on 
Saturdaj of each w eek Decembw 31 is a Thursday What adjustment 
IS required to record the accrued wages at that time*^ 


6 Describe the entries marked (a), (b), and (c) m the following account 



hat IS the date of each entr> ’ 

7 H F Brown closes his books monthh He owes $5,000 on a 6% note 
on which the interest is pa\able semiannual!' His customers owe him 
$10,000, which amount is represented bj se\ eral notes, each due 6 months 
from date and beanng interest at 6^ (ai Descnbe the method by which 
he will find the amount of accrued interest at the end of each month, 
(bi How will the accrued interest be recorded’ (c) Whll reversing entnes 
be equallj necessary for the accrued interest on both the note pa>able 
and the notes recen able’ 

8 Give entries in general journal form for the following* 

Oct 17 Received a $2 400 00-day note beanng interest at 6 % 

Dec 31 Made an adjusting entr> lor accrued interest on the note of 
October 17 

Jan. 2 Made a reversing entry for accrued interest 
Jan 9 Discounted the note at a discount rate of 6% 

9 On Alaj 1 a small part of the building occupied by the Atlas Mercan- 
tile Co was rented at an annual charge of $1,500 This amount was 
receiv ed on llaj 2 and was recorded as a credit to Rent Income (a) What 
entnes should be made on December 31 when the books are closed and 
on Januarj 2"' (h) If the $1 500 had been credited to Prepaid Rent In- 
come, what entries would be required’ 

10 The Ljall Publishing Co publishes a magazine for which it receives 
subscnptions for one-, two-, and three-year penods At the time the 
remittance is receiv ed for each subsmplaon, the liability account Prepaid 
Subscnptions is credited (a) W hat adjusting entry is needed at the end 
of a fiscal penod’ (b) Is a rev ersmg entry required at the beginmng of the 
next fiscal penod’ 
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PROBLEMS 

1. The records of Walter Collins need the following annual adjustments 
in order to prepare statements for the year ended December 31, 1950: 

(1) The store supplies account shows a debit balance of $500. Store 
supplies on hand cost $100. 

(2) All insurance policies were purchased on January 1, 1950, and were 
charged to Prepaid Insurance. Premiums in the amount of $450 run 
for three years, and premiums of $80 e.xpire in one year. 

(3) The rental lease provides that the rent each year shall be computed 
at 4% of gross sales ($200,000) less the minimum rental already 
paid of $500 a month. 

(4) One year’s advertising, $1,000, to run from April 1, 1950, was charged 
to Advertising Expense. 

(5) Salesmen are to receive a bonus of $6,000 and office employees are to 
receive a bonus of $1,000. (Salaries Payable) 

(6) Interest income at 6% has been earned on a note receivable of $2,000 
from July 1, 1950. 

(7) Interest is to be accrued at 6% from November 1, 1950, on a $10,000 
note payable. 

(8) On October 1, 1950, Collins discounted at the bank his own note for 
$8,000. Interest Expense was debited with $320 bank discount for 
six months. 

(9) On September 1, 1950, the account Miscellaneous Rent Income was 
credited with $600, representing six months’ rent to March 1, 1951, 
received from a nearby store for space occupied in Mr. Collins’ ware- 
house. 

Insirnctions: (1) Prepare adjusting entries as of December 31, 1950. 

(2) Prepare the necessary reversing entries as of January 2, 1951. 


2. The balances in the income and expense accounts of the Ballard School 
of Television for the three months ended March 31 of the current year, 
before adjustments, are: 

Tuition Income $8,500 Rent Expense $1,500 

Instructors’ Salaries 2,700 Interest Expense 200 

Adjusting entries based on the following information are required in 
order to determine the net profit for the quarter ended March 31 of the 
current year. 

(a) Tuition income includes $500 of unearned tuition. 

(b) School supplies used, $1,000. 

(c) Interest accrued on notes received from students, $50. 

(d) Accrued salaries due instructors, $300. 

(e) On February 1 the school’s note for $10,000 was discounted at the 
bank. Interest Expense w'as debited for $200, the bank discount for 
four months. 

Tnslritctioiis: (1) Prepare adjusting journal entries. In determining 
interest expense, use even months. 
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(2) Open a profit and loss summary account and income and expense 
accounts In addition to those listed atove with March 31 balances before 
adjustments, accounts will be needed for School Supplies Used and Interest 
Income Arrange these accounts m the proper order (Note that asset and 
liability accounts are not opened, although they are used m the journal 
entries ) 

(3) Record the March 31 balances in the proper accounts and post the 
adjusting entries to the income and expense accounts only 

(4) Prepare and post separate closmg entnes to close each income account, 
each expense account, and the profit and loss summary account Indicate 
in the Items columns of the profit and loss summary account the source of 
each income or expense, such as “Tuition Income,” "Instructors’ Salanes,” 
and "Rent Expense ” 

(5) Prepare a classified profit and !o^ statement from the data m the 
profit and loss summary account 


3 The account balances in the ledger of the Moss Music Co on Decem- 
ber 31, the end of the fiscal year, were as follows 


Cash 

$14,089 78 

Sales 

$98,163 40 

Notes Receivable 

8,650 00 

Sales Returns and Allow 

857 90 

Accounts Receivable 

2,594 13 

Purchases 

61,890 33 

Merchandise Inventory 

32,684 10 

Freight In 

4,216 90 

Store Equipment 

4,000 00 

Purchases Ret and Allow 

1,243 25 

Office Equipment 

1,075 50 

Sales Salanes 

7,200 00 

Store Supplies 

2,468 75 

Delivery Expense 

3,869 40 

Office Supplies 

429 80 

Advertising Expense 

1,687 50 

Prepaid Insurance 

1.200 00 

Misc Selling Expense 

321 98 

Prepaid Rent Expense 

10,800 00 

Office Salanes 

2,400 00 

Notes Payable 

8,400 00 

Misc General Expense 

895 61 

Accounts Payable 

6,702 27 

Interest Income 

1,268 40 

Prepaid Rent Income 

600 00 

Purchases Discount 

524 66 

G L Moss, Capital 

50,000 00 

Interest Expense 

543 80 

G L Moss, Personal (dr ) 

4,800 00 

Sales Discount 

326 50 


The data for adjustments were 

(a) Merchandise inventory, December 31, $30,863 70 

(b) Store supplies inventory, December 31, $427 39 

(c) Office supplies inventory, December 31, $31 20 

(d) Expired insurance as follows on merchandise, $695, on store equip- 
ment, $60, on o^ce equipment, $25 

(e) Rent expense for the year, $3,600 

(f) Rent income for the year, $300 

(g) Bonus payable to employees, 10% of sales salanes and 10% of office 
salanes (Credit Salanes Payable ) 

(h) Accrued interest on notes receivable, $199 50 

(i) Prepaid interest on notes receivable, $20 
0) Accrued interest on notes payable, $136 
(k) Prepaid interest on notes payable, $25 

InstTUctions' (1) Prepare an eight-column work sheet for the year ended 
December 31 of the current year 

(2) Prepare a profit and loss statement and a balance sheet 

(3) Record adjusting, closing, and reversing entnes 



CHAPTER XIII 

VALUATION OF CURRENT ASSETS 


previous chapter accruals and defer- 
rals were discussed as adjustments required 
to correct the accounts at the end of a fiscal period. The amounts 
required for these adjusting entries were relatively easy to compute 
because they were based on known facts and accepted procedures. 
For example, an interest adjustment is based on a knowm amount of 
principal, a known interest rate, and a set period of time. In deter- 
mining the amount of interest to be accrued or defeired, there is only 
one correct answer, since all the elements entering into the calculation 
are known. 

In this and the following chapter, additional asset account adjust- 
ments that involve estimated rather than known factors are discussed. 
The amount of cash that wll be collected from a given amount of 
receivables is an estimate. It may be based on a considerable amount 
of past experience, but there is no positive proof that “history will 
repeat itself." The factors entering into the ability of each of the 
customers to pay in full are too varied to permit e.xact calculation. 
It is therefore necessary to estimate the amount of receivables that 
will not be collected and to set up the loss from bad debts as an expense 
of the cuiTent period. 

^^Tiile the valuation of merchandise inventory uses a different 
accounting procedure than the valuation of receivables, it will be 
showm that the adjustment of inventoiy also requires an estimating 
process. 


VALUATION ACCOUNTS When information regarding a balance sheet 

item should include twm amoimts, it is 
customaiy to show^ this information by the use of a valuation account. 
The account that measures the decrease to be applied to the first 
account is called a xmluation account. For example, the accounts 
receivable balance show's the total due from customers and agrees with 
the sum of all the customer’ accounts in the special accounts receivable 
ledger. Since some of these accounts ^rill probably prove uncollectible, 
it is desirable to show’ the estimated vmcollectible amount as a sub- 
ti-action from the total of receivables. In nonaccounting terms this 
is showm as follows; 
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Total due from all customers 
Estimated uncollectible amount 


Current \alue of accounts recei\able 


$12 000 
600 

$11 400 


The amount of the estimated uncollectible receit'ables or bad debts 
IS set up m a separate \'aluatioii account called Resen e for Bad Debts 
An accounts receivable account and a resene for bad debts account 
are «hown m T form belott 


Accounts Receiiable 


Reser\-e for Bad Debts 


Balance 12 000 j j 600 

The first item is a debit representing the total claims against 
customers The second is a credit representing the estimated amount 
that will be uncollectible The amount <ihown on the balance sheet is 
the net amount of the two account balances $11400 The account 
with the smaller balance is the iraluation account The purpose of a 
'I'aluation account is to preserve in the records statistical data and at 
the same time to make possible the reporting of the effecti\e amount 
applicable at present to the account m question 

ESTIMATED EXPEKSES SiBce estimated loss from uncollectible ac 
ACCOUNTS counts and other estimated expenses are 

subject to later correction the preraihng 
accounting practice is to set up I'aluation accounts to accumulate the 
effect of these estimated periodic adjustments If the best possible 
estimate of bad debts incidence is 1 per cent of sales based on past 
expenence it may come about that the use of this percentage will 
accumulate a total m the valuation account that is obMOusly too large 
Since the estimates are accumulated in a ««parate account it is a 
relatjxefj easj matter to make a correcting entrj to bnng the situation 
more into accord with the facts 


IDENTIFYING BAD Busmessmen have learned by expenence that 

WTH%^ES^^^ dunng each jear the\ sell merchandise to 

some customers who fail to paj their ac 
counts This is true no matter how carefullj they maj select tho^ to 
whom thej ‘^11 on account 

Since sales are made on account bad debts or uncollectible recen 
able* are often not ascertamed until an accountmg penod sub equent 
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to that in which the sales were made. Losses from had debts are 
properly chargeable, however, to the period in which the credit is 
gi-anted. At the end of each accoimting period prowsion must therefore 
be made for losses on accounts receivable resulting from the sales of 
that period. For example, on December 31, 1949, David Hardy has 
$20,000 due from customers. It is probable that he will be unable to 
collect this entire amount. He does not know wloich customers will 
not pay, but he does Imow from past experience that about 3^ of 
1 per cent of net sales will be imcollectible. If his net sales volume for 
1949 is $140,000, the estimated uncollectible amount is $700. The 
amount that he ex-pects to collect on 1949 sales, then, is $140,000 -$700, 
or $139,300. 

The following adjusting entry is made at the end of the fiscal year: 

Dec. 31 Loss from Bad Debts 700 

Reserve for Bad Debts 700 

To provide for uncollectible accounts esti- 
mated at L 2 ot 1 per cent of sales. 

The percentage of bad debt losses to sales can be based either on 
total sales volume or on sales made on accoimt as distinguished from 
cash sales. For instance, if David Hardy’s cash sales for 1949 were 
$105,000 and his sales on account were $35,000, the percentage to be 
used would be 2 per cent of accoimt sales instead of F 2 of 1 per cent 
of total sales. 


METHOD OF SHOWING The amount of estimated uncollectible re- 

FINANCI^L STATEMENTS ooivables must appear on the balance sheet, 

and the e.vpense resulting from estimated 
losses from bad debts must appear on the profit and loss statement. 
The balance sheet item vill appear as a deduction from receiimbles; 
the profit and loss statement item, as a general expense. 


For example, it is not proper for Daiid Hardy to show accoimts 
receiimble on the balance sheet as $20,000, even though the specific 
receivables that maj’’ prove bad are not yet knoum. Allowance must 
be made for the $700 that vill probably prove uncollectible. The $700 
is therefore subtracted from the $20,000 owed by customers, and the 
accoimts receivable are shown on the balance sheet at the net amount 
of $19,300. 

Accoimtants and businessmen believe it best to show on the balance 
sheet the gross amount of the accounts receiwible vith the estimated 
allowance for bad debts subtracted from it for two reasons: (1) the 
amoimt of accoimts receiimble expected to prove uncollectible is an 
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estimate and may have to be adjusted and (2) the gross amount agrees 
with the subsidiary customers’ ledger 

The estimated allowance for bad debts is usually called reserve Jor 
had dehls If this method is used by David Hardy, his accounts receiv- 
able and reserve for bad debts will be reported on the balance sheet 
in the following manner 

Accounts Receivable 20 000 

Less Reserve for Bad Debts 700 I 19,300 


The provision for loss from bad debts represents a cost of operating 
the business and should therefore be reported as an expense on the 
profit and loss statement There is a difference of opinion among 
accountants concerning the classification of this expense. Since the 
granting of credit usually rests with the credit department, a non- 
selling department, it is treated as a general expense in this text 


ACCOUNTING FOR When a claim against a customer proves 

ACCOUM^^*^^^ worthless, it is charged against the reserve 

for bad debts by debiting Reserve for Bad 
Debts and crediting the account with the customer Thus, if an account 
of $300 owed by T M Mason, which appears m the accounts receivable 
ledger of Da^id Hardy, is definitely ascertained to be uncollectible 
on February 15, 1950, the following general journal entry will be made 


Feb 16 Reaerve for Bad Debts 4 300 

Accounts Receivable — T M Mason 3/v/ 300 

To write off the account as uncol 
lectiblc 


As indicated by the two notations in the posting reference column, 
the credit item is posted both to the accounts receivable account m the 
general lodger and to the customer's account m the accounts receivable 
ledger When posted, this entry will cl(^ the uncollectible account of 
the customer in the accounts receivable ledger 

After this entry is posted, the reserve for bad debts account of 
David Hardy appears as follows 


RFsrnvp roR Bad Dcbts 






IIIIU 





In the previous illustration it was assumed that the customers 

account was wholly uncollectible In many instances it is possible to 
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collect a percentage of the bad receivable. In this case, only the un- 
collected portion is charged to the reserve for bad debts. For example, 
assume that on February 15 T. M. Mason owed $500 and paid 40 cents 
on the dollar. The entry in general jom-nal form would be: 


Feb. 15 Cash 

Reserve for Bad Debts 

Accounts Receivable — T. M. Mason . . 
To write off 60 cents on the dollar as 
uncollectible. 


1 

4 


200 

300 


500 


If the allowance set aside at the close of a period has been estimated 
exactly, it vill equal the amount of accounts receivable ascertained to 
be worthless and charged to the reserve account. This tvill rarely, if 
ever, occur. The reserve for bad debts account may have a debit or a 
credit balance at the end of a fiscal period. The allowance for bad 
debts pro^^ded for at the close of the period is combined v^dth this 
balance, and the total is carried forward into the next period. As was 
explained pre^dously, this total is subtracted from the total of the 
accounts receivable on the balance sheet. 

BAD DEBTS COLLECTED Sometimes a customer’s account that was 

thought to be uncollectible and that was 
charged against the reserve for bad debts accoimt is subsequently 
collected. Such a collection should be shovm in the customer’s account 
so that his account vill contain all the information needed for credit 
purposes. The amoimt that was formerly vTitten off as a bad debt is 
re-entered in the customer’s account in the accounts receivable ledger. 
Reserve for Bad Debts is credited to correct the entry that was made 
when the account was judged to be xmcollectible. 

For e.xample, if T. M. Mason, whose account was closed on Febru- 
ary 15 because it was believed to be imcollectible, pays on Jime 20, 
1950, the $300 he owes, the entries may be made in general journal 
form as follows: 

June 20 Accounts Receivable — T. M. Mason 3/\/ 300 

Reserve for Bad Debts 4 300 

To reinstate the account charged off 
as uncollectible on February 15, 1950. 

20 Cash 1 300 

Accounts Receivable — T. M. Alason ... 3 /\/ 300 

In full of account. 

"^Tien these entiles are posted, the account with T. M. Mason wHl 
show all of the information about the bad debt and its collection. 
Reserve for Bad Debts ^^■ill show a con-ection entrj’ for the charge-off 
that was in error. 
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AGING THE ACCOUNTS The estiinated bad debt loss for any given 
RECEIVABLE penod IS usually based on and related to the 

sales volume for the same penod However, the bad debt loss can also 
be related to accounts receivable When this is done the estimate is 
most accurately made by aging the accounts receivable 

At the end of the fiscal penod a schedule may be prepared which 
ages the accounts receivable This schedule shows (1) the name of each 
customer (2) the amount owed by each customer and (3) the age of 
the account The amounts owed are placed in columns according to 
the age of the account For example when the accounts receivable 
are aged at the end of December all amounts owed by customers for 
sales made in December would be placed m a column headed Cur 
rent Amounts owed on sales made in November would be placed m 
a column headed Over 30 Days Amounts owed on sales made m 
October would be placed in a column headed Over 60 Days When 
these columns are totaled the accountant knows what amount of 
accounts receivable is current and what amounts are older He is 
then able to judge whether or not the balance in the reserve for bad 
debts IS adequate in relation to the balance of accounts receivable 


NOTES RECEIVABLE When notes are received from customers m 
^AD DEBTs'^^ payment of accounts they like accounts re- 

ceivTible may prove uncollectible The 
reserve for bad debts is set up to take care of uncollected notes as well 
as imcollected accounts In fact an uncollected note is often the result 
of an attempt to collect an account that is not too good The amount 
charged periodically to bad debts expense should provnde a reserve 
that covers not only bad accounts but also bad notes 


IMPORTANCE OF The Valuation of the inventory amount is 

INVENTORY AMOUNT important largely because of its size and the 
efiect ol this size on the net profit If the inventory is ten times the 
net profit a vmnation of 10 per cent in the amoimt of the inventory 
might double the profit shown or wipe it out entirely As the largest 
item among the current assets the amount of inventory is the most 
important single factor m current ratio and m working capital calcula 
tions In a mercantile business inventory valuation is probably the 
most important adjustment made at the end of an accounting penod 
A small error m this one item may be more senous than the omission 
of an entire adjustment affectmg other balance sheet and profit and 
loss statement amounts 
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CONSERVATIVE The conservative method of valuinc in- 

VALUATION METHOD ^ 

explained in Chapter II. It provides a low amount for the balance 
sheet and causes the profit and loss statement to show a low net profit 
figure. It postpones the favorable effect of market price increases 
until the goods are sold in the next fiscal period, and it anticipates the 
unfavorable effect of market price decreases. It causes the gi’oss profit 
figure to provide for inventory declines due to falling market prices. 

Assume that David Hardy buys merchandise for $20,000 and sells 
one half of it for $15,000. Because of a declining market, the goods 
remaining that cost $10,000 could now be purchased for $8,000. Using 
the lower of cost or market to value this inventoiy, the profit and loss 
statement would appear as follows: 

Sales $15,000 

Cost of Goods Sold: 

Purchases $20,000 

Inventory 8,000 

Cost of Goods Sold 12,000 

Gross Profit. . . . $ 3,000 


In this case the actual cost of goods sold was $10,000 and the loss 
from a declining market price was $2,000. The gross profit figure of 
$3,000 is a combination of a margin of $5,000 less an inventory loss of 
$ 2 , 000 . 

On the other hand, a rising market would benefit the folloiving fiscal 
period under this plan of inventory valuation. If the inventory costing 
$10,000, as above, would now cost $12,000, the valuation shown on the 
balance sheet would be $10,000 and the gi’oss profit would be $5,000. 
Since retail piices would be going up \rith wholesale prices, the follow- 
ing period would show a lai’ger gi’oss profit on the sale of these goods 
than on goods purchased during that period at the higher prices. The 
balance sheet figure of $10,000 Avould likewise show a figm-e $2,000 
under the market at the balance sheet date. 


CHOOSING THE COST In a changing market where prices are rising 

mvENTORiES figure to be used for in- 

ventory price may be determined in several 
ways. The prevailing practice is to use the latest invoice prices for 
inventory valuation. This is called the first-in, first-ont method, since 
goods sold or used are charged out first. To illustrate, assume thi'ee 
purchases at successive price increases, as follows: 
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(1) Oct 7 300 units @ $1 00 $ 300 

(2) 14 400 units O $1 20 480 

(3) 25 300 units @ $1 30 390 

Total $1,170 

The inventory at the end of the penod consists of 500 items as 
follows 

200 units purchased Oct 14 @ $1 20 $240 

300 units purchased Oct 25 G $1 30 390 

Inventory valuation $630 


It IS assumed here that the units sold or used were those first 
acquired hence the phrase “first in first-out “ The cost of goods sold 
would be made up of 

300 units purchased Oct 7 $1 00 $300 

200 units purchased Oct 14 G $1 20 240 

Cost of goods sold $540 

Since this method gives a lower figure for cost of goods sold than 
for inventory, a more conservative cost method would be to charge 
cost of goods sold at the latest invoice pnees and value inventory at the 
earliest prices This cost method is kno\vn as lasHn, first^out It is 


assumed that the goods sold consist of 


300 units purchased Oct 25 G 51 30 

$390 

200 units purchased Oct 14 G 51 20 

240 

Cost of goods sold 

$630 


This makes the inventory consist of all the goods purchased on 
Oct 7 and half of those purchased on Oct 14, which at cost would 
show an inventory value of $540 

It should be observed in the previous illustration that the direction 
of the price level determines which of the two methods is more con 
servative If the pnee level is moving up, the last-in, first-out method 
gives a lower or more conservative balance sheet figure for merchandise 
inventory and reduces the gross profit on sales If the pnee level is 
moving down, the first in, first-out method gives the lower amount for 
the inventory and a correspondingly lower gross profit 

There is considerable debate in accounting circles currently regard 
mg the relative ments of these two methods They are commonly 
referred to as fijo and bfo — the letters standing for “first-in, first-out” 
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and “last-in, first-out.” Proponents of fifo insist that their method 
accords with the physical facts that goods first received are actually 
first sold and that the inventory shown on the balance sheet is shown 
at its correct value. Those supporting lifo point out that a given 
amount of inventory is a requirement for a going business and that 
their method synchronizes cost and selling prices. Although both 
methods are permitted for income tax purposes, the prevailing senti- 
ment seems to favor fifo. 

TAKING THE Counting the items that comprise the in- 

ventory is a difficult process that ordinarily 
must be done when business operations have ceased. For this reason 
physical inventories are commonly taken after the close of business 
at the end of the month or at the end of the year. One inventory taker 
counts the units and a second puts down the count on an inventory 
sheet. After the inventory taking is completed, the items on the sheets 
are priced and the amounts determined. This arithmetical process 
can be done while business is going on, but the counting must be done 
during inactivity. 

A very important phase of inventory taking is making the inventor}^ 
items correspond to the records of sales and purchases. Items included 
in the sales journal may still be in the warehouse awaiting shipment. 
Of course such items belong to the customer and should be omitted 
from the inventory. On the other hand, invoices for purchases may be 
entered in the purchase journal before the goods are received. These 
goods should be included in the inventory although they are still in 
transit. 


PERPETUAL Because of the work involved and the short 

INVENTORIES available, complete physical inventories 

tend to be taken only once a year. Inventories for monthly reports are 
estimated in various ways, or hook inventories are used. A book in- 
ventory or perpetual inventory is like setting up an account on paper 
with each class of items purchased but not showing the amount in 
dollars. As items are received, they are charged “In”] as they are sold, 
they are credited “Out.” The balance betw^een total “In” and total 
“Out” should agree with the inventory coimt. 

The book inventory is sometimes called a perpetual inventory 
since the paper record shows the quantity of goods that should be on 
hand at any time. Entiies are made on the book inventory from 
invoices or repoiis of materials received in the “Received” or “In” 
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columns; from sales invoices or sales tickets for sales of the item in the 
"Sold" or “Out" column. A running balance of the number of items 
on hand is kept in a third column 

This record of merchandise is similar to the accounts receivable 
and accounts payable subsidiary ledgers, except that dollar amounts 
are not used. Each merchandise item has an account, and the sum of 
these accounts at any time gives the quantity of merchandise that 
should be on hand. 


ESTIMATED While estimated inventories lack the accuracy 

INVENTORIES physical or book mventones, they are 

sometimes used to save labor Usually estimated inventories are based 
on the prevailing margin in the business. Thus, if sales for an account- 
ing period are $10,000 and the prevailing margin is 30 per cent, cost of 
sales should be $7,000. Using the items in the upper part of the profit 
and loss statement, it is possible to calculate an estimated inventory. 
Assume in the above case that the physical inventory at the beginning 
of the year was $14,000 and that purchases during the first month 
were $8,000. The current inventory is estimated as follows 


Sales $10,000 

Cost of Goods Sold 

Besmning Inventory $14,000 

Purchases 8,000 

Cost of Goods Handled $22,000 

Less Ending Inventory X 


Coat of Goods Sold 


7,000 


Gross Profit 


$ 3,000 


The ending inventory is estimated to be $15,000 using a cost of 
goods sold based on a 30 per cent margin This method of estimating 
the merchandise inventory is called the jross projii method, since it is 
based on the margin or gross profit. 

A slight variation of the above proce^ is involved in the retail 
method of taking inventory. The final inventory under this method is 
obtained by recording all purchases and sales transactions at selling 
price. The difference between the purchases transactions at selling 
price and the sales gives the estimated amount of inventory at selling 
price. By applying the mai^n percentage, it is possible to express the 
inventory at cost price. 
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QUESTIONS 

1. Brown's balance sheet on December 31, 1949, showed Reserve for 
Bad Debts at $2,000; the trial balance on December 31, 1950, showed the 
same account ivith a debit balance of $500. What balance will the balance 
sheet on December 31, 1950, show if 1% of sales is charged annually to 
bad debts and sales for 1950 amount to $300,000? 

2. Jergens receives word that Cotton and Davis in bankruptcy can paj' 
only 40c on the dollar. Give the entry for the receipt of the check when 
the debit balance of the Cotton and Davis account is $500. 

3. John Snyder receives a check for $360 from the receiver for Brown 
and Brower, representing 60c on the dollar on their account. Give the 
journal entry showing receipt of the check. 

4. The trial balance of Boles and Hammond shows a credit balance of 
$700 in Reserve for Bad Debts. The sales for 1949 amount to $200,000 
and the charge for bad debts is of sales. If Accounts Receivable on 
the same trial balance shows a balance of $20,000, what would be the net 
amount of accounts receivable on the December 31 balance sheet? 

5. In the previous question is the existence of a $700 credit balance on 
the trial balance proof that previous charges for bad debts have been too 
large? Explain. 

6. “After all, the provision for bad debts losses is largely a matter of 
individual judgment, so that the relationship between the asset and the 
reserve has little, if any, significance even to the trained analyst.” Do 
you agree? 

7. “The valuation of inventories has a significant bearing on the deter- 
mination of net income.” “Frequently the inventory is the largest and 
most important current asset.” Are these statements related? Exiilain. 

S. What ivill be the effect on the current profit and loss statement of an 
overvaluation of $1,000 on inventory. How will this affect the profit and 
loss statement for the succeeding year? E.xplain. 

9. The balance sheet of a well-known milling corporation shows: 

Inventories • • $38,134,000 

Less Valuation Reserves 6,238,000 

$31,896,000 

Why do you think so substantial a reseia’-e is used? 

10. J. J. Christian \rishes to estimate his inventorj' on Januar],' 31, the 
first month in his calendar year. His physical inventorj* at the end of the 
pre\’ious j'ear was $50,000. In Januarj* his sales were $25,000 and his 
purchases were $20,000. If his margin is 40%, what is his estimated 
inventorj’ on January 31? 
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PROBLEMS 


1 The following transactions were selected from those completed by 
James Pierce 


Dec 31, 1948 

Apr 7, 1949 
Aug 9, 1949 

Dec 31. 1949 

May 28, 1950 

Oct 23, 1950 

Dec 31, 1950 


Recorded the provision for loss from bad debts at 1% of 
sales of $250,000 

Wrote off the account of Rex Morgan, $1,950, as uncollectible 
Edgar Risk paid 50 cents on the dollar on his $1,000 account 
The balance of the account was written off as uncollectible 
Recorded the provision for loss from bad debts at of 1% 
of sales of $400,000 

Wrote off the account of Jack Houston, $2,500, as uncol- 
lectible 

Received $300 from Edgar Risk m partial payment of his 
account written off on August 9, 1949 
Recorded the provision for loss from bad debts at H of 1% 
of sales of $540,000 


/nsirucfions (1) Record the foregoing transactions m genera! journal 
form 

(2) Open a reserve for bad debts account Post the journal entnes to the 
account, and rule and balance the account at the end of 1949 and 1950 


2 Stephen Brent is the national distributor of the New Era (tank type) 
and the Old Line (beater type) vacuum cleaners He has home salesmen 
in all the larger cities of the United States, working on a commission basis 
At the end of each month, each salesman reports his sales and also the 
number of cleaners and the retail or selling pnce of parts which he has on 
hand The inventory figure for Brent’s financial statements is obtained 
by using the lower of cost or market in pricing the cleaners on hand and 
by taking two thirds of the retail price of parts on hand reported by sales 
men 

Mr Brent’s trial balance on January 31 of the current year, wbch 
represents the end of one month’s operations, is as follows 


Cash 

Receivable from Salesmen 

Reserve for Bad Debts 

$ 23,875 
50,000 

$ 3,500 

Merchandise Inventory 

Notes Payable 

18,000 

15,000 

Stephen Brent, Capital 

Stephen Brent, Personal 

10,000 

75,000 

Sales 

150,000 

Purchases 

98,000 


Operating Expenses (control) 

Purchases Discount 

45,400 

2,500 

Interest Expense 

725 



$246,000 

$246,000 
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Adjustment data: 

(a) Bad debts, 1% of sales (debit Operating Expenses). 

(b) Prepaid interest on notes payable, $150. 

(c) Interest expense accrued on notes payable, $25. 

(d) Inventory based on following data: salesmen report the following on 
hand on January 31: 

Retail value of parts, $9,000 (take two-thirds for cost). 

250 New Era cleaners (cost .$40, but manufacturer's price to dis- 
tributors advanced on Januarj.’- 31 to $42.50). 

400 Old Line cleaners (cost $26.50, but manufacturer on Januarj' 28 
advised new price to distributors of $25). 

Inslrudions: (1) Prepare an eight-column work sheet for the monthly 
period. 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record adjusting, closing, and reversing entries. 

3. The profit and loss statement of Frank Lear for the year ended Decem- 
ber 31 of the current year is as follows: 

cr 

/o 


Sales . $90,000 100 

Cost of Goods Sold: 


Merchandise Inventory, January 1 
Purchases . . 

$15,000 

53,800 


Merchandise Available for Sale . . . 

Less Merchandise Inventory, December 31 

$68,800 

14,800 


Cost of Goods Sold 

.54,000 

60 

Gross Profit on Sales 

.$36,000 

40 

Operating Expenses 

30,000 

33 Jf 

Net Profit 

$ 6,000 

6/'3 


The accountant in auditing Mr. Lear's records finds the following: 

(a) 1,000 units of Item A with a cost of $5 and a market value of $6.70 
were included in the inventory at market value. 

(b) 500 units of Item B with a cost of $8 and a market value of $7 were 
included in the inventory at cost. 

(c) An order of merchandise ready for shipment to George Farmer on 
December 31 was included in the inventory at a cost of $2,800 and 
was also included in sales at $4,200. 

(d) An order of merchandise had been made up on December 31 ready 
for shipment to Mercury, Inc. on January 10. It had not been in- 
cluded in sales ($1,000) and w’as also not included in the inventory 
(cost $600). 

(e) An order of merchandise ready for shipment to Reeder Bro«. on 
December 31 for $2,000 was not included in sales and was included in 
inventory at $1,200. 
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(f) Merchandise ready for shipment to the Scott Corporation on Decem- 
ber 31 for $8,000 'was not mcluded in sales and was not included in 
the m\ entory (cost $4,800) 

(g) Merchandise purchased bj Mr Lear for $1,200 W'as on hand and 
included in the inventory, but the invoice w'as not received until 
Januarj 8 and had not been entered on the books 

(b) An in\oice covering merchandise purchased for $800 was entered on 
the books on December 30 but masmuch as the goods were in transit 
on December 31, they were overlooked in taking the inventorj 
Instructions (1) Prepare a table as follows indicating the effect of each of 
the foregoing situations on Sales, Purchases, and Merchandise Inventorj 


Merchandise 

Inventory 


Decrease Increase Increase Decrease Increase Decrease 


(a) 

(b) 

(c) 

etc 


(2) Prepare a corrected profit and loss statement based on the correetiona 
determined in (1) 

(3) Compute a new set of percentages for the profit and loss statement 
prepared in (2) 

(4) What are the significant changes in amounts and percentages between 
the two profit and loss statements^ 



CHAPTER XIV 

VALUATION OF FIXED ASSETS— DEPRECIATION 


IMPORTANCE OF There comes a time when most fixed assets, 

DEp'^OATiON ^ buildings and equipment, are no 

longer useful. Whatever expenditui-e was 
made at the time the fixed asset was acquired must be charged off to 
operating expense if business capital is to be maintained. The decrease 
in the value of a fixed asset because of wear and of the passing of time 
is referred to as depreciation. Because of the great value of the fixed 
assets in many businesses, estimating the depreciation expense appli- 
cable to any accounting period is often one of the most important of 
all accounting adjustments. 

The estimate of the depreciation expense of one fiscal period might 
be based on the size of earnings if there were any considerable relation- 
ship between earnings and the wearing out of fixed assets; but there is 
no such relationship, as is evidenced by the w’earing out of fixed assets 
even though a loss is shown year after year. Depreciation might be 
based on the estimated cost of a new asset to replace the old, except 
that logically it is not the new asset that is wearing out. Depreciation 
affects the fixed assets used in operating the business and should be 
based on their actual costs. 

Since fixed assets last through a number of accoimting or fiscal 
periods, it is necessary that some reasonable method be used to dis- 
tribute the depreciation cost among the periods. The most common 
method of distributing the amount of depreciation to be charged to 
each period is to distribute the cost of the fixed asset equally over all 
of the periods in the estimated life of the asset. This method is knovra 
as the straight-line method. T^Tien the straight-line method is used, a 
fixed asset that cost $1,000 and that has an estimated life of 10 years 
will depreciate at the rate of $100 a year. The straight-line method 
will be used in the examples given in the first part of this chapter. 
Other methods wall be discussed later. 


DEPRECIATION The amount of depreciation to be included as 

AND FIXED ASSETS operating e.xpense in any one period depends 
upon the useful life of the fixed asset. If Peter Vance purchased a book- 
keeping machine for $600, which, it w'as estimated, would last five 
years, the annual depreciation would amount to $120. This expense 
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IS just as real as sales salaries, except that the amount charged is 
based on an estimate The machine may last only four years, in which 
case the annual charge should be $150, or it might last six years and 
then the annual charge should be only $100 

Since depreciation is at best an estimate, it is usually considered 
desirable to report separately the onginal cost of the asset and the 
amount that has been charged off as depreciation The amount that 
has been charged off as depreciation is shown in a valuation account 
knowm as Resene for Deprenation The difference between the original 
cost and the amount in the \a!uation account is known as the book 
talue 

The effect of the valuation account on the office equipment account 
of Peter Vance if the bookkeeping machine mentioned above v’as the 
only office equipment owmed and if the estimated life was 5 years, is 
illustrated in the following table 


End of Year 

Cost op Asset 

Valuation Account 

Book Vai 

1 

$600 

$120 

$480 

2 

600 

240 

360 

3 

600 

360 

240 

4 

600 

480 

120 

5 

600 

600 

0 


It IS estimated that the bookkeeping machine, which cost $600, 
wnll last 5 years Instead of showing the successive annual values of 
the machine as $480 $360 $240, $120 and nothing, the valuation 
account is increased $120 at the end of the first, second, third, fourth 
and fifth jears The increase in the valuation account each year has 
the same effect on the asset as a similar decrease would have if it were 
applied directly to the asset account 

The effect on the balance sheet of the asset valuation accounts is 
not to increase the liabilities and the propnetorship, but rather to 
reduce the assets Such items are sometimes reported on the liabilities 
and propnetorship side of the balance sheet but this method results m 
overstating the assets by the total of the balances of the valuation 
accounts The more approved method, therefore, is to show the bal- 
ances of these accounts as deductions from the assets to which thej 
apply 

If J J Klmg has, at the opemng of his business on January 2, 1949, 
two fixed assets — store equipment valued at $35,000, on which the 
depreciation is estimated to be 10 per cent a year, and office equipment 
valued at $4,500, on which the depreciation is estimated to be 20 per 
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cent a year — the fixed assets may be reported as follows on the balance 
sheet prepared on December 31, 1949, at the end of the first year of 
operation: 

Fixed Assets: 

Store Equipment $35,000 

Less Reserve for Depreciation 3,500 $31,500 

Office Equipment. $ 4,500 

Less Reserve for Depreciation . . 900 3,600 

Total Fixed Assets $35,100 

Section of Balance Sheet Showing Fixed Assets and Depreciation Reserves 


METHOD OF RECORD- If the ori^nal cost of each fixed asset and 
ING DEPRECIATION amount that the asset has depreciated 

are to be shown as separate items on the balance sheet, it is evident 
that two accounts must be kept vdth each fixed asset that is subject 
to depreciation. The first account vdll show the cost of the asset, and 
the second account wll show the accumulated depreciation on this 
asset. 


First Account — Cost 


Second Account — Depreciation 


Reserve for Depreciation 

Office Equipment of Office Equip.ment 


4,500 


900 


900 



1,800 


An adjusting entry is made at the end of each fiscal period setting 
up the depreciation expense and increasing the balance in the reserve 
for depreciation account. For example, in the above illustration 
J. J. lOing pui'chased on Januar}'- 2, 1949, at a cost of $4,500 office 
equipment with an estimated useful life of 5 years. On December 31, 
1949, the follovdng adjusting entrj’’ was made to record depreciation 
expense : 


Dec. 31 Depreciation of Office Equipment 900 

Reserve for Depr. of Office Equipment 900 


To record the yearly depreciation of office 
equipment. 

A similar entry would be made at the end of each fiscal year, taking 
into account additional depreciation expense for equipment purchased 
duidng the year. The depreciation expense account would be closed 
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into Profit and Loss Summary each year, while the credits to Reser\e 
for Depreciation of Office Equipment would accumulate in the valua 
tion account At the end of the fifth jear, December 31, 1953, the office 
equipment account and the valuation account Reserve for Depreciation 
of Office Equipment of J J Kling appear as follows 



Reserve for Depreciation of Office Equipiient 


ld49 

Dec 

31 


J20 

900 

1950 

Dec 

31 


J36 

1,800 

1951 

Dec 

31 


J53 

1,500 

1952 

Dec 

31 


J72 

1,580 

1953 

Dec 

31 


J81 

1 580 





6 8$0 


The calculation of the annual depreciation charge is illustrated m 
the table sho\vn below A line is allowed for each new acquisition of 
office equipment, and the columns at the nght provide for the accumu- 
lation of the depreciation charge year by year 


Date 

Acquired 

Cost 

1949 

1950 

1951 

1952 

1953 

Total 

1-2-49 

$4 500 

$900 

$ 900 

$ 900 

$ 900 

$ 900 

$4 500 

1-3 50 

1 900 

— 

380 

380 

380 

380 

1 520 

11-1 50 

600 

— 

20(1) 120 

120 

120 

380 

5 1-51 

600 

— 

— 

80(2) 

120 

120 

320 

9-1-51 

300 

— 

— 

20(3) 

60 

60 

140 



$900 

$1 300 

$1,500 

$1,580 

$1 580 

$6 860 

(1) Two months 

(2) Eight months 

(3) 

Four months 
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It should be noticed that the last three acquisitions of office equip- 
ment occiuTed during the fiscal period rather than at the beginning. 
Accordingly the depreciation charge was based on the number of 
months the fixed asset was used in that year. For e.xample, on office 
equipment piuchased November 1, 1950, depreciation was computed 
for two months as follows: (2/12 of 20% of $600 =$20). 

If the fixed asset is piuchased during the month instead of at the 
beginning, depreciation is charged for the nearest month. For example, 
if the piu’chase is made before the middle of the month, a whole 
month’s depreciation would be charged; if the purchase is made after 
the middle of the month, no depreciation would be charged for that 
month. Since depreciation expense is, at best, an estimate subject to 
error, it seems imnecessary to account for a unit of time shorter than 
a month. To illustrate, for a tj*peiiaiter purchased on May 12, depre- 
ciation would be charged for a whole month; for a typewriter piuchased 
on hlay 20, no depreciation would be charged in May. 

Since depreciation is an e.xpense. it is reported on the profit and 
loss statement. Depreciation of various fixed assets is classified accord- 
ing to the use of the assets. If the asset is used in the sales department, 
the depreciation is classified as a selling expense. Depreciation of 
store equipment is classified as a selling expense; depreciation of office 
equipment, as a general e.xpense. 


ACCOUNTING FOR If the estimate of the useful life of the office 

FIXED *A*^ETS^ equipment purchased in 1949 and now fully 

depreciated and no longer in use was coiTect, 
the reserve and the asset would be closed off the books by the following 
entiy: 


1953 

Dec. ol Reserve for Depr. of Office Equipment 4,500 

Office Equipment . ... 4,500 


To write off fully depreciated office equip- 
ment no longer in use. 


In actual practice, however, it is not possible to estimate deprecia- 
tion so acciuately. A fixed asset may be sold at its book value, for 
more than its book value, or for less than its book value. For e.xample, 
Paul Cranraer owned a truck that cost $4,000 and that had been 
depreciated at the rate of $S00 a year for 4 years. At the end of that 
time the ledger showed in the delivery equipment account the original 
cost \-alue of $4,000 and in the reserve for depreciation account the 
total estimated depreciation of $3,200. The book value, the difference 
between the cost and the reserve, was therefore $S0O. If the truck 
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was sold for cash for $800, the transaction might be recorded in general 
journal form as follows 

Jan 2 Cash 800 

Reser\ e for Depr of Delivery Equipment 3,200 

Delnerj Equipment 4,000 

Sold the delnerj truck for the book value, 

$800 

When this entr> ivas posted the delivery eqiupment account and 
the resen e for depreciation of delivery equipment account would be in 
balance 

If instead of being sold for $800. the truck had been sold for $1,100, 
a gam of $300 would have been made In that case the sale might 
have been recorded in general journal form as follows. 


Jan 2 Ca'ih 1,100 

Reserve for Depr of Delnerj Equipment 3,200 
Dell' erj Equipment 4,000 

Gam on Sale of Fixed Assets 300 


Sold the delnerj truck for $1,100, $300 
more than its book value 

If the truck had been sold for only $650 a loss of $150 would have 
been incurred In that case the sale might have been recorded in 
general journal form as follows 


Jan 2 Cash 650 

Reserve for Depr of Delnerj Equipment 3,200 
Loss on Sale of Fixed Assets 150 

Delnerj Equipment 4,000 


Sold the delivery truck for $150 less than 
Its book value 

If the truck had been damaged so that it had no value whatsoever, 
not ev en scrap value and if this loss had not been cov ered by insurance, 
the following journal entry would have been made: 

Jan. 2 Reserv e for Depr of Delnerj Equipment 
Loss by Damage to Fixed A^ts 
Delivery Equipment 

To record the discard of the delnerj truck, 
which was damaged so that it bad no v alue 

The accounts showing the gam or the loss on fixed assets are closed 
to the profit and loss summarj account The gam on fixed assets is 
reported on the profit and less statement under the heading "Other 
Income,” and the losses on fixed assete are reported under the heading 
"Other Expenses ” 

Gmns or losses on fixed assets are sometimes transferred directlj 
to a capital account and are not reported on the profit and loss state- 


3,200 

800 

4.000 
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ment. This plan is not recommended, however, because gains or losses 
on fixed assets that are used in the business must be reported for 
income tax purposes in the period in which they occur, and it is there- 
fore desirable to have gains or losses showm on the profit and loss state- 
ment of the business. Furthermore, if the gains or the losses are not 
thus shovm, the profit and loss statements for a period of years do not 
show the total income for those yeai-s. 


'Whm a fixed asset is given in part payment 

FIXED ASSETS ^ asset, the record maj^ be 

made as if there were two transactions, one 
the sale of the original fixed asset and the othei' the purchase of the 
new fixed asset. I^Tien this plan is followed, the trade-in allowance 
for the old asset is considered to be the price at which it is sold, and a 
gain or a loss is recorded in the same way as if the sale had been for 
cash. For example, assume that a truck that cost $4,000 had a reserve 
for depreciation of $3,200 and a book value of $800. If a new truck at 
the same list price were obtained for a payment of $3,000 and the old 
track, the allowance of $1,000 would exceed the book value of $800 
by $200. The first entry setting up the exchange value of $1,000 would 
be: 


Reserve for Depr. of Delivery Equipment 3,200 

Exchange Value 1,000 

Delivery Equipment 4,000 

Gain on Sale of Fixed Assets • • ■ 200 


Received an exchange value of $200 in excess of 
book value. 


The second entiy would show the acquisition of the new track at 
list price, $4,000, and the credit entry to Exchange Value would cancel 
the debit entry above. 


Delivery Equipment 4,000 

Exchange Value 1,000 

Cash 3,000 


Purchased a new delivery truck. 

It is possible to combine the two entries above and to omit the 


exchange value item as below: 

Delivery Equipment 4,000 

Reserve for Depr. of Delivery Equipment 3,200 

Delivery Equipment 4,000 

Cash 3,000 

Gain on Sale of Fixed Assets 200 


Exchanged old truck costing $4,000 with a book 
value of $S00 for new truck costing $4,000, receiwng 
$1,000 exchange value for old truck. 
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To illustrate the entry involved when the allowance is less than 
the book value, assume for the same truck an allowance of $500 on the 
purchase of a new truck In this case the allowance received is $300 
less than the book \alue of $800 (cost, $4,000 -reserve for deprecia- 
tion, $3,200) The combined entrj for the exchange is given below. 


Delivery Equipment 4,000 

Reserve for Depr of Deli\er> Equipment 3 200 

Loss on Sale of Fixed Assets 300 

Delivery Equipment 4,000 

Cash 3,600 


Exchanged old truck costing $4,000 with a book 
value of $800 for new truck costing $4,000, receiving 
$500 exchange value for old truck 

It should be noted that the full cost of the old truck, $4,000, is 
removed from the fixed asset account Delivery Equipment, and the 
full cost of the new truck is debited to the same account. 

For income tax purposes, when a fixed asset is given in part pay- 
ment for a new fixed asset that serves the same purpose as the old one, 
no gam or loss is recognized The actual cost to the business of the 
new asset is considei ed to be the book value of the old asset plus any 
additional amount paid for the new asset For example, assume that 
a truck tliat cost $4,000 had a reserve for depreciation of $3,200 and 
a book value of $800 If a new truck was obtained for the old one and 
a payment of $3 000, the new truck would be recorded on the books 
at a value of $3,800, the sum of the payment and the book value of the 
old truck The entry’ to record this transaction in general journal 
form w ould be 


Dehver> Equipment 3,800 

Res for Depr of Deliverj Equipment 3,200 

Delivery Equipment 4,000 

Cash 3,000 


Exchanged old truck that cost $4 000 and had a book 
value of $800 for a new truck, pajnng $3 000 m cash. 

li in the ioregoing examfAe the new truck had heen o'Dtained itii 
the old one and a cash payment of $3,500, the general journal entry to 
record the transaction would have been 


Dehverj Equipment 4,300 

Rea for Depr of Delivery Equipment 3,200 

Delivery Equipment 4,000 

Cash 3.600 


Exchanged old truck that cost $4,000 and had a book 
V alue of $S0O for a new truck, paying $3,600 m cash 

If depreciation lias not been taken accurately in the past or if 
there has been a change in price level since the asset was acquired, 
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recording an exchange of fixed assets in this waj'’ maj’’ cause the asset 
to be placed on the books at more or less than the actual cash value 
of the asset. The variation, however, is automatically adjusted in 
future years. Since depreciation is usually calculated as a percentage 
of the cost, recording an asset at more than its cash price will result in 
higher depreciation charges in the future, which vdll offset the in- 
adequate depreciation that has been taken in the past. Recording an 
asset at less than its cash price will result in lower depreciation charges 
in the future, wliich will offset the higher depreciation that has been 
taken in the past. 

In the preceding discussion it has been assumed that assets have 
been sold or exchanged at the end of an accounting period after the 
adjusting entry for depreciation has been made. If a fixed asset is 
sold or traded duiing an accounting period, the depreciation for the 
part of the period that has ex-pired must fii’st be recorded. The addi- 
tional entries required by the sale or the exchange are then made in 
the manner discussed in the preceding paragraphs. 

SPECIAL LEDGERS The general ledger account for equipment 
FOR EQUIPMENT Usually includes all of the equipment that is 

used for one function of the business. Typical accounts ai’e Office 
Equipment, Store Equipment, and Delivery Equipment. 

For example, the office equipment accoimt includes all lands of 
office equipment, such as desks, chairs, tables, files, and mechanical 
equipment used in the office. If there is to be an accurate record of 
depreciation, there must be a special ledger for office equipment in 
wliich an account for each item is kept. The office equipment account 
in the general ledger and its accompanying valuation account, Resen^e 
for Depreciation of Office Equipment, become conti'olling accounts for 
the accoimts in the special ledger. The balance of the office equipment 
account equals the cost of such assets on hand as shown in the office 
equipment ledger; the balance of the reserv^e for depreciation of office 
equipment account agrees ivith the sum of the balances of the deprecia- 
tion reserves in the office equipment ledger. This relationship is similar 
to that described in the previous chapter for accounts receivable and 
accoimts paj'able. 

For example, assume that the office equipment consists of a desk, 
a chair, and a typewriter, costing $100, $16, and $150 respectively and 
with estimated useful lives of 20, 16, and 5 I'ears. At the end of the 
second year, the conti’olling accounts in the general ledger and the 
special ledger accounts would appear as follows; 
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In a similar manner Store Equipment, Delivery Equipment, and 
other fixed asset accoxmts may serve as controlling accounts for sub- 
sidiary equipment ledgers. 

BLANKET RATES If special ledgers having accoimts with in- 

dividual fixed assets are not kept, it is possible 
to use a blanket rate of depreciation applied to the cost of all the fixed 
assets of one kind. Assume a blanket rate for office equipment of 
QtYi per cent. This rate applied to the office equipment situation above 
would give a depreciation charge of $17.73 (6%% of $266), and the 
accounts at the end of the second year would appear as follows: 


OrricE EQumMEXT 
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While this method of accounting for depreciation requires fewer 
records and involves less detail it does not provide so accurate a record 
or so satisfactory a treatment It is not possible to check the accuracy 
of the estimated depreciation charges when an asset is exchanged, 
discarded, or sold 


METHODS OF 

COMPUTING 

DEPRECIATION 


Depreciation is only an estimate, but it is 
usually possible to make the estimate with 
reasonable exactness When a business has 
had considerable experience with a certain kind of fixed asset, the 
rate of depreciation can be based on past experience When the 
experience of the business is insufficient to be used as a basis, assistance 
can be obtained from published tables of depreciation rates One of 
the important published tables is that of the Bureau of Internal 
Re\enu6 It lists rates of depreciation that may be used for income 
tax purposes For example m Bulletin F, revised January, 1942 office 
equipment is assigned a blanket rate of per cent or a composite 
life of 15 years If office equipment is segregated into groups the life 
for furniture fixtures and filing cases is 20 years, for mechanical 
equipment 8 years IndiMdual pieces are given the following useful 
life periods 


Adding machines 
Bookkeeping machines 
Cabinets and dies 
Desks 


10 years Lockers 
8 years TypewTiters 
15 years Chairs heavy 
20 jears Tables 


2o years 
5 years 
16 years 
15 years 


The amount of depreciation to be charged to a fiscal penod is 
usually expressed as a certain percentage of the original cost of the 
fixed asset, or of the amount to be depreciated if there is a scrap v’alue 
This method of calculating depreciation is based on the pnnciple that 
depreciation is a function of time The rate of depreciation is occa- 
sionally expressed in terms of units of output or service ^^Tien the 
output or the service fluctuates from penod to penod, the output or 
service basis probably provides a more accurate method than the time 
basis Because business people believe that depreciation is at best, an 
estimate and that the time basis is likely to be about as accurate as 
the output basis the time basis because it is simpler, is more generally 
used 

Output Method If the extent to which a fixed asset is used vanes 
greatly from year to year, the output method has certam advantages 
It charges the cost of the machine in proportion to its use, rather than 
in proportion to its age For example, if the estimated output of a 
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machine costing $1,000 is 50,000 units and production requirements 
cause these units to be spread over 5 years as shown below, the output 
method would make the annual depreciation the varying amoimts 


shown instead of $200 per year. 



Volume of 

Amount op 

Year 

Production 

Depreciation 

1 

5,000 units 

$ 100 

2 

2,500 

50 

3 

7,500 

150 

4 

20,000 

400 

5 

15,000 

300 


50,000 units 

$1,000 


Reducmg-Fraction Method. If a fixed asset, such as an automobile, 
is to be used for a period of 5 years, the repair charges dming the first 
year may be very low but they may increase until dming the last year 
they represent a substantial item. If the straight-line method of 
depreciation is used, the cost for depreciation and repairs tends to 
increase from year to year. In order to equalize this e.xpense, a method 
may be used by which the gi'eatest charge for depreciation is made 
dming the first year of the life of the asset and the chrn’ge is gradually 
decreased for futm'e periods. 

One such method is knovm as the reducing-fraction method. To 
illustrate the use of tins method, assume that an automobile is pur- 
chased vith the expectation that it can be used for 4 j'^ears. The cost 
of the property may be vaitten off 4/10 in the fii'st year, 3/10 in the 
second year, 2/10 in the third year, and 1/10 in the fomth year. The 
numerator of the fraction is the number of the year, the numbers 
being used in reverae order, and the denominator is the sum of the 
years. If the automobile cost $1,800, the depreciation for the four 
years is found as follows: 


Year 

1 

2 

S 

4 


Fractional 

Depreciation 

4.10 
3/10 
2/10 

1.10 


Depreciation 

Expense 

$720 

540 

360 

ISO 


Reserto for 
Depreciation 

$ 720 
1,260 
1,620 
1,800 


The two methods explained here are sufficient to illusti'ate that 
differant methods may be used according to the needs of the business. 
The straight-line method, however, because of simplicity and reason- 
able accuracy, is used most commonly. 
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INADEQUACY AND In some cases the value of a fixed asset may 
OBSOLESCENCE decreased by a cause other than use For 

example a printing plant has a press that has been in use for only two 
5 ears and is m excellent condition Because of an increase in the 
business of the concern it is found profitable to dispose of this machine 
at much less than its book \alue and to purchase a new and larger 
press When a fixed asset decreases m value because it must be replaced 
by larger eqmpment capable of meeting the demands of the busmess 
inadequacy is said to have taken place 

The pnnting plant may also have a job press that must be fed by 
hand A new automatically fed press however becomes available on 
the market As the new type of press will do the work much more 
efiicientlj than the old a new press is purchased although the first 
must be sold at a fraction of its book value When an improvement 
has been made in the equipment available and this improvement 
makes it desirable to discard the old eqmpment the decrease in the 
value of the latter asset is known as obsolescence 

"UTnle obsolescence and inadequacy can be distmgmshed bj 
definition from depreciation it is customary in practice to include 
provision for all three factors in a single depreciation item 

DEPLETION A fourth cause of a decrease m the value of a 

fixed asset may be depletion, A paper null 
may have a certain acreage from which wood is cut for wood pulp 
The value of the acreage decreases each year because the wood cut is 
more than the new growth This expense is known as depletion A de- 
pletion account is debited for the expense of each period and a reserve 
for depletion account is credited for the same amount The difference 
between the cost value of the acreage and the reserve is the book value 
For example if the Hamilton Paper Company estimates that the 
value of its timber land decreases $10 000 in a year because the amount 
of wood cut is greater than the new growth an annual operating expense 
of this amount must be recorded and the books must show that the 
acreage is worth less than it was at the beginmng of the penod This 
IS accomplished by the following journal entry made on December 31 
Dec 31 Depletion of Timber Land 10 000 

Reserve for Depletion of Timber Land 10 000 

To record the decrease m the value of the 
timber land resulting from depletion 

The depletion account represents an expense of the penod but 
the reserve for depletion account will be retained on the books to show 
the decrease in the value of the asset 
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QUESTIONS 

1. “All machinery is on an irresistible march to the junk heap, and its 
progress, while it may bo delayed, cannot be prevented by repairs.” 
Discuss the application of this sentence to depreciation procedures in 
accounting. 

2. If a trial balance shows Store Equipment, $5,000, and Reserve for 
Depreciation of Store Equipment, $3,500, and the balance sheet at the 
end of the same fiscal period shows Reserve for Depreciation of Store 
Equipment, $4,000, how old is the store equipment and what is the rate 
of depreciation? 

3. (a) What is the ti’ade-in value of machinery purchased for $1,000 and 
depreciated at the rate of 10% if at the end of seven years the machinery 
is traded in at its book value? (b) What journal entry would be made to 
record the depreciation at the end of each of the seven years? (c) What 
entries would be made at the end of the seventh year if the old machinery 
is sold for $500? for $150? 

4. Plastic Designs, Inc. has a machine costing $5,000 that is estimated 
to have a 5-year life and to produce 50,000 units during that time. Assume 
that the production is 4,000, 3,000, 8,000, 18,000, and 17,000 units for 
the five years respectively, (a) What would the depreciation be in each 
of the five years bj’’ the straight-line method, the output method, and the 
reducing-fraction method? (b) In this case, which of the three methods 
do you consider to be most desirable? 

5. On January 2, 1949, Earl Jones traded his old delivery truck for a new 
one ■with a list price of $2,000 and received a $500 allowance on the old 
truck. The old truck cost $1,800 on September 1, 1945, and was depre- 
ciated on December 31 each year on the assumption that it would be used 
5 j^ears and then have a $300 trade in value. The balance on the new 
truck was paid in cash, (a) What entrj’- was made to record depreciation 
for 1948? (b) What was the book value of the truck when it was traded 
in? (c) Give the compound journal entry to record acquisition of the new 
track, (d) Under income ta.\' practice, what would this entry be? 

G. The Deane Manufacturing Co. has fi.xed assets that, according to 
estimates, can be used for the following periods: building, 50 years; office 
furniture, 15 years; office equipment, 10 years; machinerj^ 8 years. How 
should the rate of depreciation for each of these fixed asset groups be 
determined? Are these blanket rates or unit rates? 

7. During a fiscal period, the Barton Coal Co. mines 4,000 carloads of 
coal. It considers this to be about 1% of the coal in the mines. Record 
in a journal entrj', omitting amoimts, the decrease in the asset value of 
the mines. 
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PROBLEMS 

1 The following transactions and adjustments take place m the business 
of John Rhodes 

Jan 2, 1950 Purchased for cash four machines at $3,600 each Each 
machine has an estimated life of 10 jears and a trade-in value 
at the end of that time of $600 

Dec 31, 1950 The adjusting entrj is made to record depreciation for the 
jear 

Jan 2, 1951 One machine is sold for $3 500 in cash 
Jul> 1, 1951 A second machine is traded in for a new one with a list pnce of 
$4,850 An allowance of $3 000 is receiv ed on the old machine, 
cash being paid for the balance The estimated life of the new 
machine is 15 jears with a trade in allowance of $350 at the 
end of that year (Record this transaction as if the machine 
had been sold for the trade in value ) 

Dec 31, 1951 The adjusting entry to lecord depreciation on machinery for 
the >ear is made 

InstrueUons (1) Record in a general journal the foregoing transactions 
and adjusting entries Depreciation is charged off annually on a straight line 
basis 

(2) Open ledger accounts for Machinery and Reserve for Depreciation of 
Machinerj and post the entries affecting these two accounts 

(3) Record the transaction of July I, 1951, according to the method re- 
quired for income tax purposes, but do not post to the accounts 

2 Ralph Edwards uses two trucks to carry on his business Dunng the 
jears 1949-51 the following transactions relating to his trucks took place 
\pr 1 1949 Purchased one Ajax truck for cash, $3,600 The estimated life 

was 3 jears 

July 1, 1949 Purchased a Mercury truck for cash, $2,000 The estimated 
life was 4 jears 

Dec 31, 1949 The adjusting entry was made to record depreciation for the 
jear 

July 1, 1950 The Ajax truck was traded in on a new Phoenix truck The 
list price of the new truck was $4,200 with $2,000 allowed on 
the old truck and the balance paid in cash The new truck 
has an estimated life of 6 jears (Record the transacPon as if 
the machine had been sold for the trade in value ) 

Dec 31, 1950 The adjusting entry was made to record depreciation for the 
jear 

July 1,1951 The Mercurj truck was sold for $1,200 cash and a new Vulcan 

truck was purchased for cash, $3,000 The new truck was 
estimated to have a 5 jear life 

Dec 31, 1951 The adjusting entry was made to record depreciation for the 
jear 

Inotrueiions (1) Journalize the foregoing transactions 

(2) Open general ledger controlhng accounts for Trucks and Reserve for 
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Depreciation of Trucks. Upon the completion of each journal entry, post to 
these two accounts. 

(3) Set up separate accounts in the subsidiary ledger for each truck. After 
each transaction, record all the necessary details in the subsidiary ledger 
accounts. 

(4) Reconcile the balances in the two control accounts with the details 
found in the subsidiary truck ledger as of December 31, 1951. 

(5) Record the transaction of July 1, 1950, according to the method 
required for income tax purposes, but do not post to the accounts. 

3. The accounting records of the Empire Photostatic Company include 
controlling accounts for Equipment and Reserve for Depreciation of 
Equipment. The details of each piece of equipment are carried in a sub- 
sidiary equipment ledger in which costs are entered as debits and deprecia- 
tion data as ci’edits to the accounts. The following transactions affecting 
equipment took place over a two-yeai' period ending December 31, 1950: 

Jan. 2, 1949. Purchased for cash the following equipment: 


Linoleum $240 

Photographing machine . . . . 320 

Display case 200 

Signs in front of side of building. . 150 


Jan. 2, 1950. Sold the photographing machine for $250 cash and purchased 
a new one for cash, $640. 

The company estimates the life of its equipment by reference to 
Bulletin “F” released by the Treasurj'- Department. For the tj’’pes of 
equipment purchased above, these lives are recognized: 

Display cases 20 years Photographing machine. . . 16 years 

Linoleum 8 years Signs, board 10 years 

histruclions: (1) Record the foregoing transactions in general journal 
form. At the end of each year record the annual depreciation based on the 
table given above. 

(2) Open general ledger accounts for Equipment and Reserve for Depre- 
ciation of Equipment and post to these accounts. 

(3) Open the following subsidiary ledger accounts: Display Case; Lin- 
oleum; Photographing Machine; Signs. Post costs and depreciation data to 
these accounts. 

(4) Prove the balances in the two controlling accounts. 

4. The account balances in the ledger of the Commercial Equipment 
Company at the end of the quarterly fiscal period March 31 were as 
follows; 

Cash $ 5,646.86 Office Supplies 

Notes Receivable 1,980.00 .Prepaid Insurance 

Accounts Receivable ... . 10,596:43 Store Equipment 

Reserve for Bad Debts . . . 187.50 Reserve for Depreciation 

Merchandise Inventory . . 18,750.85 of Store Equipment. 

Store Supplies 346.10 Office Equipment. . . . 


$ 118.50 
160.00 
2,980.00 

426.00 

620.00 
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Reserve for Depreciation 


Sales Salaries 

$4,562 50 

of Office Equipment 

$ 87 50 

Delivery Expense 

215 33 

Notes Payable 

2,400 00 

Advertising Expense 

307 50 

Accounts Payable 

3,105 21 

Miscellaneous Selling Ex- 


David Cooper, Capita! 

27,500 00 

pense 

210 72 

David Cooper, Personal 


Office Salaries 

1,250 00 

(dr ) 

900 00 

Rent Expense 

600 00 

Sales 

54,796 40 

Miscellaneous General Ex- 


Sales Returns and Allow- 


pense 

201 10 

ances 

86 40 

Interest Income 

32 4a 

Purchases 

38.907 85 

Purchases Discount 

348 18 

Freight In 

372 84 

Interest Expense 

34 60 

Purchases Returns and 


Sales Discount 

163 12 

Allowances 

127 46 



Data for adjustments 

on March 

81 were as follows 



(a) Reserve for bad debts, an additional ^ of 1% of gross sales, or 
$27a 98 

(b) Merchandise inventory, $13,420 72 

(c) Store supplies inventory, $172 25 

(d) Office supplies inventory, $64 15 

(e) Prepaid insurance, $40 

(f) Eetiwated depreciation of store equipment, $36 

(g) Estimated depreciation of office equipment, $12 50 

(h) Accrued salaries, $232 50, divided as follows sales salaries, $182 50 
and office salaries, $50 

(i) Accrued interest on notes receivable, $14 20 
()) Accrued interest on notes payable $17 80 

Inairueiions (1) Prepare an eight*column work sheet 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record the adjusting, closing, and reversing entries 
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Part 2 

Part 2 of Practice Set No. 1 is a continuation of Practice Set No. 1 
given after Chapter 10. The same books of original entry and ledgers ai-e 
to be used. 


Narrative of Transactions for November 

November 1. Mr. Benton invested an additional $10,000 in cash in the 
business. 

November 1. Mr. Benton decided to buy the building and equipment that 
he had been renting. He bought the building for $30,000, the land for $10,000, 
the store equipment for $4,000, and the office equipment for $3,000. He paid 
$15,000 in cash and gave a 6 per cent mortgage for $32,000. 

November 1. Sent a check to Howard Auto Supplies in payment of invoice 
of October 22. 

November 1. Paid $240 for premium on insurance on building and equip- 
ment. 

November 2. Made the following purchase on account: 

Purchase No. 430, Canton Tire Company, merchandise, $1,310.70. In- 
voice dated November 1; terms, 2 10, n 30. 

Novcvnber 2. Received $300 for three months’ rent of space in the building. 

November S. The auditor called attention to the fact that a reserve for bad 
debts had not been set up for the preceding months and that an adjustment 
should be made. Set up a reserve for bad debts of $91.50, Debit the capital 
account. 

November S. Sent a check to Eustis Supply Co. for invoice of October 4. 

November S. Received from Johnson Tire Shop check for $270.48 in pay- 
ment of the sale of October 24 and from Highway Ser%-ice Station check for 
$306.40 in payment of the sale of October 24. 

November S, Made the following sale on account: 

Sale No. 799, Brownway Garage, $558.50. 

November S. Paid cash for miscellaneous office supplies, $150. 

November 3. Paid cash for repairs in store room, $15.85. 

November S. Paid the following salaries and wages: sales, $330; recei\'ing 
and shipping force, $70; office, $110. 

November S. Received $321.45, cash sales for November 1-3. 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers. 

November 5. Alade the following sales on account; 

Sale No. SOO, Central Service Station, $686.25. 

Sale No. 801, Graham Auto Repair Co., $300.55. 

November 6. Borrowed $3,000 from the bank on his 60-day non-interest- 
bearing note. The bank charged 6 per cent interest in advance. Received 
credit for the proceeds, $2,970. 
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November B Made the iohoTving purchases on account* 

Purchase No 431, Perkins Battery Co , merchandise, $475 50 Invoice 
dated November 5, terms, 1 10, n/30 
Purchase No 432, Randolph Supply Co , store supplies, $66 75 Invoice 
dated November 6, terms, net 30 days 
November 6 Sent a check to Canton Tire Co for invoice of October 27. 
November 6 Received from Thompson Garage check for $1,328 98 in 
payment of the sale of October 27 

Noiember 7 Paid cash, $12 50, lor advertising posters Debit Advertising . 
November 7 Allowed Brownway Garage credit of $37 95 for merchandise 
returned on the sale of November 3 

November 8 Sent a check to Randolph Supply Co for invoice of Octo- 
ber 9 

November 8 Made the following purchases on account 
Purchase No 433, Marshall Radio Corporation, merchandise, $531 In- 
voice dated November 7, terms, 2 10, n 30 
Purchase No 434, Euatis Supply Co , office supplies, $49 50 Invoice 
dated November 7, terms, net 30 days 
November S Paid $12 25 cash for repairs to desks 
November 9 Made the following sales on account: 

Sale No 802, Portland Transfer Co , $695 90 
Sale No 803, Rogers Service Station, $418 35 

November 10 Sent a check to Whitman Supply Co for invoice of Octo- 
ber 12 and a check to Canton Tire Co for invoice of November 1 

November 10 Received from Becker Tire Shop check for $576 53 in pay- 
ment of the sale of October 31 

November 10 Received from Perkins Battery Co a credit memorandum 
of $22 50 for return of merchandise on invoice of November 5 

November 10 Allowed Rogers Service Station credit of $16 60 for mer- 
chandise returned on the sale of November 9 

November 10 Paid the following salaries and wages sales, $330, receiving 
and shipping force, $70, office, $110 

November 10 Received $645 75, cash sales for November 5-10 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers 

November 12 Mr Benton withdrew $200 in cash for personal use 
Noiemher 12 Made the following purchases on account 
Purchase No 435, Walker Tire Co , merchandise, $688 80 Invoice dated 
November 10, terms, 2 10, 1 15 n 30 
Purchase No 436, Howard Auto Supplies, merchandise, $1,180 80 In- 
voice dated November 10, terms, 3 10, n 30 
Noiember 13 Made the following sales on account: 

Sale No 804, Langdon & Fillmore, $487 20 
Sale No 805, Evans Garage, $460 60 

November IS Received from Brownway Garage check for $51014 in 
payment of the sale of November 3 less credit for return of November 7 
Noiember IS. Paid $65 cash for miscellaneous office supplies. 
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November 15. Received from Central Ser\dce Station check for $672.52 
in payment of the sale of November 5 and from Graham Auto Repair Co. 
check for $294.54 in payment of the sale of November 5. 

November 15. Sent a check to Perkins Battery Co. for inv'oice of Novem- 
ber 5 less credit memorandum received November 10 and less discount. 

November 15. Made the following purchases on account; 

Purchase No. 437, Randolph Supply Co., store equipment, $127,50. In- 
voice dated November 14; terms, net 30 days. 

Purchase No. 438, Perkins Battery Co., merchandise, $428. Invoice dated 
November 14; terms, 1/10, n/30. 

November 16. Paid freight in charges amounting to $83.20. 

November 16. Made the following sales on account: 

Sale No. 806, Becker Tire Shop, $893.50. 

Sale No. 807, Dorton & Dewey, $918.40. 

November 17. Received from Walker Tire Co. a credit memorandum of 
$50 for allowance on damaged merchandise on invoice of November 10. 

November 17. Sent Marshall Radio Corporation a check for invoice of 
November 7. 

November 17. Received from Dorton & Dewey their 60-day, 6 per cent 
note for $570.40, dated November 17, in payment of sale of October 20. 

November 17. Allowed Evans Garage credit of $10 for damaged merchan- 
dise on the sale of November 13. 

November 17. Paid the following salaries and wages: sales, $330; receiving 
and shipping force, $70; office, $110. 

November 17. Received $596.60, cash sales for November 12-17. 

Post from the various journals to the customers’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers. 

November 19. Received from Rogers Ser\dce Station check for $393.81 in 
payment of the sale of November 9 less credit for return of November 10, and 
from Portland Transfer Co. check for $681,98 in payment of the sale of 
November 9. 

November 19. Paid $234 cash for miscellaneous store supplies. 

November 19. Received from Langaon & Fillmore their 60-day, 6 per cent 
note for $1,471.50, dated November 19, in payment of sale of October 20. 

November 20. Made the following purchases on account: 

Purchase No. 439, Canton Tire Co., merchandise, $2,621.40. Invoice 
dated November 19; terms, 2/10, n/30. 

Purchase No. 440, Eustis Supply Co., office supplies, $37.60. Invoice 
dated November 19; terms, net 30 days. 

November 20. Sent a check to Walker Tire Co. for invoice of November 10 
less credit memorandum received November 17 and less discount, and a check 
to Howard Auto Supplies for invoice of November 10. 



ACCOUNTING PRINCIPLES 


S5S 


Notemher 21 Made the following sales on Account: 
Sale No 808 Highway Service Station, $592 75 
Sale No 809 Johnson Tire Shop, $609 20 


November 22 Sent a check to Whitman Supply Co for invoice of Octo 
her 23 


Noiember 23 Received from Langdon &. t'lllmore check for $477 46 m 
payment of the sale of November 13 and from Evans Garage check for 
$441 59 in payment of the sale of November 13 less the allowance for damaged 
merchandise received November 17 


November 23 Made the following purchases on account 
Purchase No 441 Marshall Radio Corporation, merchandise, $670 
Invoice dated November 22 terms, 2 10, n/30 
Purchase No 442 Randolph Supply Co , store supplies, $21 40 Invoice 
dated November 22 terms net 30 days 


Noiember 2i Allowed Johnson Tire Shop credit of $21 05 for merchandise 
returned on the sale of November 21 

Noiember 2i Sent a check to Perkins Battery Co for invoice of Novem 
her 14 

November Made the following sales on account* 

Sale No 810, Thompson Garage $563 35 

Sale No 811, Central Service Station, $924 20 

Noiember Received from Canton Tire Co a credit memorandum of 
$42 for return of merchandise on invoice of November 19 

November 2!^ Paid the following ealanes and wages aales, $330, receiving 
and shipping force, $70, office $110 

November 54 Received $701 20, cash sales for November 19 24 

Post from the various journab to the cust^imera’ and creditors’ accounts 
in the accounts receivable and the accounts payable ledgers 

Noiember 26 Discounted at the bank at 6 per cent the Dorton & Dewey 
note for $570 40 and received credit for the proceeds, $571 20 

Noiember 26 Sent a check to Eustis Supply Co for invoice of October 17 

Noiember 26 Received from Becker Tire Shop check for $875 63 in pay 
ment of the sale of November 16 and from Dorton & Dewey check for $900 03 
in payment of the sale of November 16 

Noiember 27 Made the following sales on account 

Sale No 812, Brownway Garage, $545 30 

Sale No 813, Graham Auto Repair Co , $847 05 

November 28 Made the followmg purchases on account 

Purchase No 443, Canton Tire Co, merchandise, $1,377 60 Invoice 
dated November 27, terms 2/10, n/30 

Purchase No 444, Whitman Supply Co , advertising supplies, $65 In 
voice dated November 27, terms net 30 days 

November 28 Sent a check to Randolph Supply Co m payment of ini oice 
of October 29 
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November 29. Made the following sales on account: 

Sale No. 814, Rogers Service Station, $798.50. 

Sale No. 815, Becker Tire Shop, $918.90. 

November 29. Sent a check to Canton Tire Co. in payment of invoice of 
November 19. 


November 30. Allowed Graham Auto Repair Co. credit of $7.50 for mer- 
chandise returned on the sale of November 27. 


November SO. Purchased new office equipment for which he gave old office 
equipment and $206 in cash. The old office equipment was on the books at a 
cost value of $300. The depreciation for the month of November on the old 
equipment traded in was $6. 


November 30. Paid $95 for advertising in the local newspaper. 

November SO. Paid freight in charges amounting to $78.75. 

November SO. Withdrew $200 in cash for personal use. 

November SO. Paid bills for heat, light, and power, $75. (Charge Mis- 
cellaneous General E.xpense.) 

November 80. Paid the telephone bill, $24.75. (Charge Miscellaneous 
General E.xpense.) 


November SO. Received $541.50, cash sales for November 26-30. 

The cash balance is $2,527.41. Prove cash. 

Post to the accounts in the accounts receivable and accounts payable 
ledgers. 

Post to the general ledger accounts from the general journal and the 
general columns of the purchases journal, the cash receipts journal, and the 
cash payments journal. 

Total and rule the various special journals and post the totals to the 
appropriate general ledger accounts. 


PERIODIC SUMMARY 
The additional data required for adjustments are: 


Merchandise inventory $23,101.75 

Accrued income: 

Interest accrued on notes receivable 2.70 


Loss from bad debts; An additional of 19c of net 


charge sales. 

Depreciation: 

Store equipment 33.86 

Office equipment 22.50 

Building 75.00 

Deferred charges to expense: 

Prepaid interest on notes payable 18.00 

Inventories of supplies: Store supplies 282.75 

Office supplies 356.00 

Advertising supplies 19.55 

Insurance expired 95.00 
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Interest accrued on mortgage .. 154 67 

Prepaid rent income 200 00 

Accrued salanes and wages: 

Sales salanes ... .... 275 00 

Recemng and shipping force wages .... 58 33 

Office salanes . . 91 67 

Complete all the work required by the penodic summary, following 
same procedure that you followed at the end of October. 



CHAPTER XV 

ACCOUNTING PROCEDURES 

RECORDING ROUTINE ''p})e minimum of commonly used records was 

explained in an eaiTy chapter whore the ac- 
counting system consisted of a journal, a lodger, a trial balance, and 
the financial statements. This threefold sequence of journal, ledger, 
and statements was at the time stated to be adequate for any business 
not interested in efficiency and economy in recoi'ding. If efficiency 
and economy are disrogai-dcd, this simple routine of recording is .suffi- 
ciently flexible to toke care of any transaction, no matter how complex 
it maj'’ be. 

Fi'om a single journal record and a single ledger to special journals 
and special lodgei's, recording routine has been elaborated to achieve 
economy and efficiency. The.se objectives have been accompli.shed at 
the expense of simplicity, and rouf inc has become increasingly complex. 
Special journals result in le.ss flexible records, but they .save much 
labor in recording and posting. Sub.sidiai-y ledgers complicate the 
posting from journals and require the use of statements with support- 
ing schedules, but they provide useful means of checking the accuracy 
of summaries. Special columns in books of original entry make fhese 
books more complex, but they reduce po.sting labor in tran.sjictions 
that occur frequently. Business papers prepared in typewriting and 
bookkeeping machines, with several copies available, provide oppor- 
tunity for further economies. Standard routine is constantly being 
modified in the interest of economy and efficiency. 

Whatever variations may be made in recording practice, there 
still remain four well-defined steps. The.sc four stops are: 

1. The business jjnper, oviUencinp: tiie transaction. 

2. The journal record, .showinf: accounts affected. 

8. The IcdRcr record, clnssifyinc tran.sactions under account.s. 

4. The statements, summarizint: financial proftrens. 

In this chapter particular attention will bo given to the accounting 
procedures incident to the use of (1) a bank account as a substitute for 
cash; (2) supplementary records not integral with the accounting 
.system to provide useful information; and (3) the combined ctt.sh 
journal as a substitute for special journals in small businesses. In 
the following chapter, a more involved and complete procedure, the 
voucher .system, will be de.scribed. 

255 
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BUSINESS PAPERS AND Modem bookkeeping practice makes more 
^^chinVs^*^^ and more use of machines to provide the 

requisite detail at a lov;^ cost Through the 
use of carbon copies, it is Dossible to prepare simultaneously (1) the 
business paper, (2) the journal record, and (3) the posting to the 
subsidiary ledger For example, the sales invoice, the record m the 
sales journal, and the posting to the customer’s account may be pro* 
vided on a machine by a single recording This function of providing 
duplicate copies on machines may be greatly expanded, and m large 


companies it is 

Bookkeeping machines are frequently equipped with accumulating 
mechanisms which provide totals of amounts recorded Columnar 
totals are thus provided at the same time as the duplicate recording 
described in the previous paragraph For example, when checks are 
dravm for payroll purposes, columnar totals for regular pay, overtime 
pay income tax withholdings, and old-age pensions may be provided 
and at the same time carbon copies for the payroll record and the 
employee’s record may be prepared These two features, (1) duplicahng 
and (2) accumulating, are distinct advantages of mechanical accounting 
or machine bookkeeping 

It has been estimated that m modem big business enterprises 90 
per cent of bookkeeping records are products of mechanical equipment 
The larger the enterpnse, the greater the advantage m the use of ma- 
chines Machines may be highly specialized, and through their speciali- 
zation great volumes of work may be accomplished at a relatively low 
cost This low cost has made possible»the recording of an amount of 
detail that would othenvise be prohibitively expensive In addition 
to this saving in costs, the use of machines has the advantages of 
greater speed and accuracy, plus a legibility that cannot generally 
be attained in handwritten records 


CHECK REGISTERS Control over busmess transactions may be 

aided by issuing pads of business papers, 
serially numbered, to those responsible for the transactions and requir- 
ing a record of all the business papers used For example, cheeks are 
often numbered serially in a checkbook Accompanjnng the pad of 
checks there is a book contammg a Ime for the record of each check, 
the number of the check having been entered on the Ime This book 
contains columns for the essential information appeanng on each 
check Such a book is called a register 

A check register that takes the place of the cash pajnnents journal 
and also registers senally nunib«^ checls is shown on page 257 The 
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account First National Bank takes the place of the cash account. A 
separate line is reserved for each serially numbered check, and on that 
line is entered the information about the check that is considered 
most useful in a book record. All other details of each payment are 
available in the file containing carbon copies of the checks or on the 
checkbook stub. The canceled check will eventually be returned and 
will form the principal part of the paper record. 


CHECK REGISTER 


DATE 

DRAWN TO 
order of 

ACCOUNT DEntTEO 

CHECK 

NO. 

POST. 

RCF. 

GENERAL 

LEDGER 

DR. 

ACCOUNTS 

PAYABLE 
DR. 1 

! 

1 PURCHASES 
j DISCOUNT 
j CR. 

FIRST 1 

NATIONAL i 
DANK i 

CR. / 

1050 














Oct. 

1 

George Boothe 

George Boothe 

64 

V 



500 

00 

10 

00 

490 

00 


1 

Voided check 


65 











1 

Lang RcnJtv Co. 

Rent E.vpcnsc 

66 

543 

125 

00 





125 

00 


1 

Pott 3 ' Cash 

Pett}' Cash 

67 

112 

30 

00 





30 

00 


3 

Otfico Equip. Co. 

Office Equip. Co. 

6S 

V 



342 

6-1 



342 

64 


31 

Office S.olaries 

Office S.alarics 

90 

541 

420 

00 





420 

00 







7S3 

so 

5,946 

iO 

31 

6S 

i.ess 

S7 


31 

Totals 



V 

723 

50 

3,946 

-10 

31 

63 

4,63S 

27 







(V) 


(212; 


(401) 


(in; 



Check Register 

It will be noticed that a check mark (V) is used to indicate posting 
to an account in the accounts paj^able ledger, and a number is used 
for each item posted to an account in the general ledger. This method 
illustrates posting to loose-leaf ledgers. "SATien loose-leaf ledgers are 
used, a new account may be inserted at any time in its proper place. 
For a creditor’s account, the proper place is determined alphabetically; 
for a general ledger account it is determined by the place of the item 
on the balance sheet or the profit and loss statement. 

In numbering general ledger accounts, it is desirable to have the 
various digits in the number represent major and minor account 
classifications. A commonly used decimal system sets up the first 
number as one of the major account classifications, as illustrated below'; 

100 — All asset accounts 

200 — All liability accounts 

300 — All balance sheet proprietorship accounts 

400 — All income accounts 

500 — All expense accounts 

The second digit represents a minor classification as: 

110 — All current asset accounts 
120 — All fixed asset accounts, etc. 

510 — • All cost of goods sold accounts 
520 — All selling expense accounts 
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The third digit represents the particular account as 
112 — Petty Cash 
543 — Rent 

Such a practice obviously prevents paging of accounts but provides 
a useful flexibility 

On Line 2 of the check register a report is made that check No 65 
was not used Every senallj numbered check is thus accounted for 
on the check register 

DOUBLE RECORD One of the most common accounting pro 

OF CASH cedures is set up to secure effective control 

over cash By depositing all cash receipts in a bank the business has 
a secondary record of its cash transactions m the shape of a penodic 
bank statement This accounting procedure provides what is techni 
cally knowTi as a double record of cash The checks deposit slips and 
bank statement provide an outside record of cash transactions 

In order that the bank s record ma> correspond with the cash 
record all cash received must be deposited m the bank If that is 
done it follows that all cash disbursed must be withdrawn from the 
bank by means of checks The bank s reconi of deposits will correspond 
to the cash receipts record the bank s record of checks paid will corre 
spond to the cash disbursements record and the balance on the bank s 
monthly statement should agree with the cash balance of the business 
These balances will agree except for the adjustment items described m 
the discussion of the reconcihation of the bank statement in Chapter 
IX 

PETTY CASH When a business has established a policy of 

depositing all cash receipts and making all 
payments by checks it will probably find that some small payments 
can be made more conveniently with cash A fund for such payments 
va eiotaViYsVied by dra^iTig a tbedfv to iVj:e x/rLvi Petty Cash, 

for the estimated amount of the payments dunng a certain penod of 
time frequently one month Check No 67, the fourth entry in the 
check register on page 257 shows the entry to establish the petty 
cash fund 

The check is cashed by the petty cashier, and the currency is placed 
m a special drawer called the petty cask drauer As disbursements are 
made m currency from this drawer they are recorded in a supple- 
mentary record known as a petty cash book A typical form of petty 
cash book is shown in the illustration on the opposite page 
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PETTY CASH BOOK 










( DISTRIBUTION OF PAYMENTS 
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00 

23 

0 

30 

55 

45 

11 
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00 








20 

Balance 
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20 

Check No. 79 


23 

DO 










Petty Cash Book 


In this illustration provision is made for a record of serially num- 
bered receipts or vouchers to evidence petty cash disbursements. 
These receipts provide a control over the petty cash fund and may be 
used as the basis for the replenishing check. A petty cash voucher to 
support the payment of October 2 for soap and towels is shown below; 



Petty Cash Voucher 


Frequently the petty cash vouchers are filed in an envelope on the 
back of which is a record similar to the petty cash book record shovm 
above. This practice is just another illustration of the tendency to 
move away from book records. 
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At the end of each fiscal penod and whenever the petty cash fund 
needs replenishing a check is drawn for the amount of the disburse- 
ments The check is cashed, the currency is placed m the petty cash 
drawer, and an entry is made m the petty cash book (See the entry 
m the petty cash book for Check No 79 ) The amount of the currency 
m the petty cash drawer now agrees with the balance of the petty cash 
account 

The check to replenish the petty cash is recorded in the check 
register by the entry shown below 


CHECK REGISTER 



Check Register 


The details of the petty cash payments included in the replenishing 
check are recorded m the general journal by an entry debiting each 
Item for which petty cash payments were made and crediting First 
National Bank for the total amount In the check register the debit 
to Petty Cash is checked and in the general journal the credit to First 
National Bank is checked so that they are not posted First National 
Bank is then credited from the check register entry , and the vanous 
items for which petty cash payments were made are debited from the 
general journal entry 


Oct 20 Miscellaneous Selling Expense 11 90 

Miscellaneous General Expense 2 15 

Store Supplies 1 28 

Freight In 1 72 

Office Supplies 6 50 

First National Bank \/ 23 55 


To show an analysis of Check No 79 
which was drawn to replenish the petty 
cash fund 

Sometimes the petty cash book is considered a book of onginal 
entry, not a supplementary record and postings are made directly 
from the petty cash book to the ledger In such a case the entry made 
in the check register to replenish the petty cash fund consists of a 
debit to Petty Cash and a credit to First National Bank The debit 
to Petty Cash in the check register is checked so that it will not be 
posted The single credit to First National Bank m the check register 
then equals the vanous debits posted from the petty cash book 
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At the end of each accounting period, before the statements are 
prepared, it is necessary to draw a check to replenish the petty cash 
fund. Otherwise, the expenses represented by the disbursements 
would not appear in the statements for the period. The charges made 
to the expense accounts when the replenishing check is recorded bring 
these expense items into the ledger and keep the petty cash fund at 
the predetermined amount. The petty cash fund \rill remain at the 
same amount unless it is decided that the fund is too large or too small. 

REGISTERS AS SUPPLE- In addition to registers that serve as special 
MENTARY RECORDS journals, and in some instances as subsidiary 
ledgers, there are I'egisters that serve as supplementary records. Such 
registers are usually classifying and accumulating devices. Examples 
of such registers are the insurance policy register, the notes receivable 
register, the notes payable register, and the fixed assets register. 

Insurance Policy Register. When there is a possibility that property 
may be destroyed by fire or by any other accidental cause, the owner 
should protect himself against such loss by entering into a contract 
with an insurance company. He agrees to pay to the company a certain 
amount in I’eturn for the protection afforded by the contract. This 
contract is knoivn as an insurance policy, and the compensation paid 
to the insurance company is known as the insurance premhm. The 
insurance policy is made for a definite period of time, and the premium 
is pa}'able in advance. 

A I'ecord of each of these policies should be kept in such a form that 
information pertinent to the insurance contacts can be obtained at 
any time. This is accomplished by keeping an insurance policy register 
similar to that showm on pages 262 and 263. In this record the cost 
of the insurance, or the premium, is divided into the monthly charges 
representing insurance exTiense. 

In the illustration, the thi'ee policies earned over from prerious 
years are shown at the top of the page that records the insui-ance 
policy history for 1950. The first tw'o of these had only two months to 
run in 1950 before e.xpiration; the third had six months. In each of 
these cases the monthlj' charges are the same as they w^ere for the 
preceding period. The fourth entiy records a one-year policy purcliased 
on January 2, 1950, and charged equally to the twelve months of 1950. 
The fifth entiy records a five-year policy purchased on March 1 for 
$30. Since it has 60 months to run, the monthly cost is 50 cents. 
The policy runs for ten months in 1950; this leaves a balance for this 
policy of $25 of Prepaid Insm'ance on December 31, 1950. The policies 
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INSURANCE POLICY REGISTER FOR YEAR 1950 
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aken out on March 1 and July 1 also continue beyond the end of the 
i?ear and have unexpired balances at the end of the year 

At the end of each month the insurance expired is determined by 
idding the column for that month The amount thus obtamedis 
ised in the adjusting entry to record the insurance expired At the 
!nd of the year the amount of the expired premiums and the amount 
)f the unexpired premiums are recorded m the columns at the extreme 
ight The unexpired policies are then recorded at the top of the page 
or the following year 

Notes Receuable and Notes Payable Regtsters If the notes recened 
ly a business are not too numerous they may be recorded in the 
general journal There is however, important detailed information 
vith reference to the notes that cannot be shown conveniently in the 
look of original entry or in the notes receivable account This informa 


NOTES RECEIVABLE REGISTER 
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Notes Beceirable Register, left Page 
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Insurance Policy Register, Right Page 

tion may include the name of the maker, where the note is payable, 
the date, the time, the amount, and the rate of interest. All of these 
facts, together with others that may be useful, may be recorded con- 
veniently in a notes receivable register that provides a special column 
for each tyiie of information. A common form of a notes receivable 
register is shown on page 262 and below. 

A similar register may be maintained for notes payable whenever 
such notes are numerous. The arrangement of the notes payable 
register is quite similar to that of the notes receivable register. A 
common form is illustrated at the top of pages 264 and 265. 

Fixed Assets Register, 'i^dien a business has a large number of fi.xed 
assets, a record is needed to show the cost of each asset, the estimated 
trade-in or scrap value, the estimated life, the annual rate of deprecia- 
tion, the number of years during which the asset has been ovmed, the 
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total amount of depreciation charged m previous years, and the 
monthly charges for depreciation dunng the current year Maintaining 
such a record of fixed assets insures that the proper amount of depre- 
ciation \vill be calculated on each item and also calls attention to errors 
m estimates which might otherwise be overlooked 

Since this register is used to accumulate depreciation charges, a 
separate page should be set up for each class of fixed assets For 
example the illustration below and on page 265 contains only office 
equipment and provides for a monthly charge for depreciation of 
office equipment Another page would contain only store equipment 
and would provide a montWy charge for depreciation of store equip- 
ment Each page in such a fixed asset register would provide detail 
supporting the balance of each fixed asset account in the ledger 
In some cases a card is set up for each fixed asset If this is done, 
the card record amounts to a subsidiary ledger record of fixed assets 
Such a record was illustrated m Chapter XIV 

THE COMBINED CASH In previous chapters dealing ^vlth special 
JOURNAL journals attention was called to the fact that 

the transactions of one dav may be found in several journals For 
example, the sales transactions may be recorded in the sales journal 
and the cash receipts transactions of the same date, in the cash receipts 
journal In order to have a complete record of the transactions of 
one day, reference would have to be made to each of the special 
journal's 
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NOTES PAYABLE REGISTER 
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In a small business it is possible to anange transactions in chrono- 
logical order and to have the labor-saving benefits of the special 
journal by the use of special columns in a single journal. Since most 
transactions affect cash, this journal is commonly called the combined 
cash journal, ^^ffienever transactions affect an account sufficiently 
often, a special column is set up for that account. Transactions 
affecting accounts without special columns are entered in a pair of 
columns headed “General Ledger.” This treatment is similar to that 
described in Chapter IX for the cash receipts journal and the cash 
payments journal. 

If a business follows the practice of depositing all cash in the bank, 
as ivas described earlier in this chapter, the cash columns may be 
headed “Cash” or they may be considered to be the record with the 
bank and may be headed with the name of the bank. 

A combined cash journal is showm on pages 266 and 267. It should 
be noted that the columns set up with special headings have already 
been illustrated before in this and preiious chapters. 

Tiffs tj'pe of single-journal record is frequently found in ready- 
made bookkeeping systems for small businesses and professional men. 
The column headings are printed in to meet the requirements of the 
business for w^hich the system is designed. In some cases, the ac- 
countant is called upon to deternffne the column headings and to 
write them in himself on a blank form obtained from a commercial 
stationery store. 
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COMBINED CASH JOURNAL 
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SUMMARIZING IN When a single journal and a single ledger 
BUSINESS RECORDS Chapter VI, transactions affect* 

mg each account were summanzed in the ledgers For example, all 
sales transactions were found individually in the sales account and the 
total of sales was obtained by adding these items m the sales account 
Later when the sales journal was set up to save time and labor, this 
summarizing was done in the special journal, the ledger account Sales 
ao longer showed the detail but only the total for the month These 
conditions are illustrated below 
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The accounting periods summarized in the special journals need 
not correspond to the periods summarized in the ledger 02' covered 
by the statements. For instance, the cash receipts and cash payments 
journals, or the cashbook, could be closed at the end of each week; 
the sales and the purchases joimials could be closed twice a month; 
the tnal balance could be taken once a month; and the balance sheet 
and the profit and loss statement could be prepared only annually. 
The accounts affected by many transactions could be summarized 
often; those affected by a small number of transactions, less often. 

When business papers become an integral part of the accounting 
system, they can sometimes be used as summarizing derices. AVhen 
they are so used, a journal may contain a record of only the total for 
the day. The amounts of cash sales for a day may be listed on an add- 
ing maclune from the sales tickets: the tickets may be filed as support- 
ing records; and only one entry need be made in the cash receipts 
journal. In this case summarizing has been moved forward another 
step, to the business papei-s; indiridual transactions no longer appear 
in the jom-nal. 


THE FUNCTION 
OF RECORDS 


Business records must be so constructed that 
at any time in the future it will be possible to 


trace a transaction from the record of its occurrence to its effect on 


some item in one of the two principal statements. Or, reversing the 
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p’X)cedure it Bhould be possible to account for anj amount on either 
statement bj tracing backward to the first record of the transactions 
afiecting this amount. This mav be illustrated graphicallj as follows 

Trace fon\ard — >■ 

Transa''tion — Paper JoumaJ — Ledger — Worksheet — Statemeat 

Trace backward 

If a sale of 52o0 is made on account it should be possible to trace 
that sale until it appears on the profit and loss statement as part of 
the total sales Or if the profit and loss statement shows rent expense 
of SI oOO it should be possible to trace back from the statement 
through the w ork sheet ledger journal and busmess papers to rent 
transactions totahng $1 oOO 

TTie record of transactions nia\ be considered as a stream of infor 
mation that flo'w s from the business papem to the penodic accounting 
statements This flow must be umnterrupted and rapid so that the 
accounting statements will be complete and timeh Anj procedure 
or an'v mechanism that will insure the continuous and speedj flow of 
this information ments the attention of the bookkeeper or the ac 
countant 

INTERNAL CHECK When accounting procedures and sj’stems are 

Of OPERATIONS designed for a busmess they should be so 

constructed that no section of the sj stem is under the sole control of 
one person The work of each emplojee should be related to the duties 
of another ^lien such a s> stem is used the accounting is said to 
possess internal check and control The purpose of such a control is 
to prei ent error and fraud 

Of the man> accounting functions of a busmess the most elaborate 
controls are general!} provided for the handling of cash This chapter 
has descnbed methods that secure internal control of cash by depositmg 
all receipts and bj makmg payments onl> by check except for properlj 
\ouchered pettv cash items Control of cash is further achieved by 
separatmg the duties of those employees charged with receipts and 
payunents of cash from the duties of those who keep the journal and 
ledger records and who prepare statements of account for customers 

If cash receipts are received m the mail it is necessary to hare 
separate employees open the mail and make a list of all receipts m 
dupbcate One copy accompanies the receipts to the cashier the other 
serves as the underlying document for the accoxmtmg entry 

Similar controls are usually provided for customers accounts 
mventones plant assets and otiier groups of accoxmts. 
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QUESTIONS 

1. Does the use of business papers, journals, and ledgers mean that 
recording is thereby tripled in volume? Explain your answer. 

2. (a) Is there any principle that can be followed in determining how 
often summaries of transactions should be made? (b) Must summaries be 
made only at the end of the accounting period? 

3. What is meant by the expression “take the books out of bookkeep- 
ing”? 

4. “The trial balance is the only reliable proof of posting.” Do you 
agree with this statement? 

5. The term double record of cash refers to the record in the cashbook 
and the record in the ledger. Is this statement correct? 

6. It is necessary for Warte and White to pay out a large number of 
small amounts varying from 25 cents to $5. Those receiving the pay- 
ments prefer cash rather than checks. An accountant recommends that 
the petty cash system be used, (a) Describe how such a record and fund 
should be operated, (b) How is this record correlated with a “double 
record of cash”? (c) What advantages do you see in its use? 

7. Give journal entries for the following; (a) A petty cash fund of $50 
is established, (b) The fund is replenished for expenditures of $47.84, 
chargeable $24.32 to Miscellaneous Selling Expense and $23.52 to Mis- 
cellaneous General Expense, (c) The fund is increased to $100. 

8. In designing a combined cash journal for a doctor, what columns 
would you omit that are shown on pages 266 and 267? What columns 
would you add? 

9. If an amount was entered in the wrong column in a combined cash 
journal, would it throw the trial balance out of balance? Explain. 

t 

10. Assume that the general ledger accounts given on page 177 are to be 
numbered. Number the accounts according to a logical system that will 
provide for the addition of new accounts. 

11. What are the advantages of the use of bookkeeping machines? 

12. (a) Under what conditions would you recommend that a business use 
notes receivable and notes payable registers? (b) What types of busi- 
nesses would be more likely to use a notes receivable register than a notes 
payable register? (c) What tj’pes of businesses would be more likely to 
use a notes payable register than a notes receivable register? (d) "'iSTiat 
information should each of these registers provide? 
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PROBLEMS 

I. The following transactions involving petty cash were completed by 
the Pnncess Garment Co dunng the month of March 

(a) Mar 1 Drew check No 309 for $60 to establish a petty cash fund, 

(b) The following amounts were paid from petty cash on the dates indi- 
cated 

Mar 3 To Mayfair Dry Goods Co for findings, $3 75 (Purchases) 

6 Water bill, $2 (Misc General Expense) 

6 To Speedy Service Co to deliver garments, $G 25 (Delivery 
Expense) 

9 Postage, $10 (Office Supplies) 

13 To Mayfair Dry Goods Co for findings, $5 25 

24 Store supplies, $15 

27 To Speedy Service Co , $4 75 

(c) Mar 31 Drew check No 394 to replenish the petty cash fund 
Instructions (1) Record the check to establish the petty cash fund m a 

check register Enter the amount of the fund m a petty cash book having the 
same form and columns as the book illustrated on page 259 of the text, and 
then record the payments m this book 

(2) Total and rule the columns of the petty cash book and bring down the 
balance Record the replenishing check in the check register, the general 
journal and the petty cash book 

2 The store equipment of the Lame Mercantile Co was acquired as 
follows 

Date EstiHated 

Purchased Description Cost Life 

Jan 2, 1948 Carpeting $ 360 3 yrs 

Oct 1 1948 Counters 2,400 5 yrs 

Apr 1, 1949 Cash register 600 10 yre 

Instructions (1) Prepare a fixed assets register for store equipment for 
the year 1950 Use the same form and columns as illustrated on pages 264 
and 265 

(2) Prepare a journal entry for the depreciation for January, 1950 

3 Harvey Benson decides to maintain a notes receivable register On 
July 1 of the current year he has the following notes receivable on hand 

Date 

R By Whom of 

I Payable Where Payable Paper Time Face 

Henry Potter Our office Apr 27 90 days $400 00 

C M Barnes First National Bank Toledo May 8 60 days $198 50 6% 

A J Clifford Merchants Bank, City May 14 90 days $200 00 4% 

L D Burke Our office June 2 30 days $450 00 So 

James Finley Ajax Bank Ajax June 22 60 days $368 40 5% 

Dunng the month of Julv, Mr Benson completed the following 
transactions with notes receivable 
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July 2. Received a check from L. D. Burke in payment of his note and in- 
terest due today. 

5. Sent C. M. Barnes’s note to the First National Bank, Toledo, for 
collection. (Make a memorandum notation only in the Remarks 
column of the notes receivable register.) 

7. Received a check from the First National Bank, Toledo, for the 
face of C. M. Barnes’s note plus interest, minus a collection charge 
of 75 cents. (Record the collection charge as a debit to Miscel- 
laneous General Expense.) 

12. Received a GO-day, 6% note for $300 from L. P. Taylor in settle- 
ment of his account. The note is dated July 11 and is payable at 
our office. 

19. Discounted A. J. Clifford’s note at 6% at our bank and received 
credit for the proceeds. 

29. Henry Potter did not pay his note when it was due. Charged the 
dishonored note to the maker’s account. 

Jnslrnclions: (1) Record in a notes receivable register like the one in 
this chapter, under date of July 1 of the current year, the notes receivable 
on hand on that date. 

(2) Record the transactions with notes receivable in a combined cash 
journal like the one in this chapter and make the necessary entries in the 
notes receivable register. 

4. John Jarvis began business on April 1, 1950, as the Jarvis Products 
Co. The follotving transactions were completed during the month of 
April. Terms of sales, 2/10, n/30; terms of purchases, I'lO, n 30. Begin 
checks with No. 1. 

Apr. 1. Invested cash, $8,000. 

1. Paid rent for the month, $350 (Operating Expense column). 

2. Issued check to establish petty cash fund, $50. 

2. Sold merchandise to M. Edwards, $500. 

3. Purchased merchandise on account from W & K Co., $1,700. 

4. Paid advertising, $50 (Operating Expense column). 

6. Received cash from M. Edwards for invoice of April 2. 

8. Sold merchandise on account to Harold Morrison, $350. 

10. Paid freight in, $75. 

11. Paid invoice of April 3. 

13. Sold merchandise to Thomas Reed, $275. 

14. Check No. 6 was spoiled and voided. 

15. Purchased merchandise from W & K Co., $1,300. 

19. Received note from Harold Morrison for $350 covering invoice of 
April 8. (No discount allowed.) 

23. Purchased merchandise on account from Peerless Products, $860. 

24. Gave W & K Co. a note for $1,300 covering April 15 purchase. 
(No discount allowed.) 

27. Reimbursed petty cash; Freight In, $25; Operating Expense, $15. 

30. Paid salaries for the month, $400 (Operating Expense column). 

30. Cash sales for month, $750. 

Inslntclions: (1) Record the transactions in a combined cash journal. 
Columns required are; Cash Dr.; Cash Cr.; Check No.; Date; Description; 
Post. Ref.; General Ledger Dr.; General Ledger Cr.; Accounts Receivable 
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Dr , Accounts Receivable Cr , Accounts Payable Dr ; Accounts Payable 
Cr , Sales Discount Dr , Purchases Discount Cr , Sales Cr , Purchases Dr , 
Operating Expenses Dr 

(2) Open and post to ledger accounts as follows 

General Ledger Accounts Cash, Petty Cash, Notes Receivable, Ac- 
counts Receivable, Notes Payable, Accounts Payable, John Jarvis, Capital; 
Sales, Purchases, Freight In, Operating Expenses, Purchases Discount, 
Sales Discount 

Accounts Receivable Ledger M Edwards, Harold Mornson, Thomas 
Reed 

Accounts Payable Ledger Peerless Products, W & K Co Use balance- 
column ledger accounts m the subsidiary ledgers 

(3) Prepare a trial balance 

5 Charles Elliott’s accounting records include a check register, a petty 
cash book, and an insurance policy register similar to those illustrated 
in this chapter, and a two column general joiumal 

The following transactions were among those completed in October, 

1950 

Oct 1 Issued Check No 423 to establish a petty cash fund, $35 

1 Issued Check No 424 to C Irwin for October rent, $200 

5 Issued Check No 42o to Hams Insurance Agency for tvrO insurance 
policies One policy No M43692, is with the Aetna Fire Insurance 
Company, covers merchandise for $40 000, has a premium of $360 
and 13 effective for three years from October 1, 1950 The second 
policy, No F9801, is »ith the same company, covers equipment 
for $80 000, has a premium of $480, and is effective for five years 
from October 1, 1950 

6 Paid $15 out of petty cash for stamps (Office Supplies ) 

8 Issued Check No 426 for $3 000 m payment of a note payable to 
the First National Bank 

10 Paid from petty cash express charges of $5 on a shipment of mer- 
chandise received (Freight In) 

14 Spoiled Check No 427 

14 Issued Check No 428 to Melrose Manufactunng Co for invoice of 
$5 000, less 2% discount 

26 Paid $10 from petty cash for repairs to cash register, $6 (Miscel- 
laneous Selling Expense), and repairs to office equipment, $4 (Mis- 
cellaneous General Expense) 

31 Issued Check No 429 for salaries $1,000 

31 Issued Check No 430 to replenish the petty cash fund 

31 Issued Check No 431 to Charles Elliott for personal use, $300 

Instructions (1) Record the foregoing transactions For petty cash 
replenishment rule and foot the petty cash book and prepare a general 
journal entry for the expense distribution 

(2) Enter and distribute insurance policy premiums for the balance of 
the year Prepare a journal entry to adjust prepaid insurance on October 31 

(3) Rule and foot the check register 

(4) The bank statement for October shows an October 31 bank balance 
of $5 330 With the exception of Nos 430 and 431, all checks were returned 
with the statement The cash account has an October 31 balance of $5,000 
Prepare a bank reconciliation. 



CHAPTER XVI 

THE VOUCHER SYSTEM 

ACCOUNTING SYSTEMS The accounting papers, journals, ledgers, and 

reports, and the routines and procedui’es em- 
ploj^ed in using these records, constitute the accounting system of a 
business. ^Vhen accounting pnnciples and practices are applied to any 
given enterprise or to any set of conditions in a going business, the 
result is an accounting system. For any such system there is a selection 
of the useful elements from the entire field of accounting practice and 
the arrangement of these elements into an organized whole. 

One of the most complete accounting systems is that concerned 
with the payment of obligations. This system not only adjusts the 
accounting records to a practice of account payment, but also affects 
the accounting from the first record of the ti-ansaction. The voucher 
system consists of an organized gi'oup of accounting practices that 
begin vith the first recording of purchases of merchandise, services, 
and other assets and end vith the payment of obligations to suppliers. 
This chapter will be devoted to a complete discussion of the voucher 
system. This system should be considered as concrete e\ddence of a 
more general principle of organizing accounting practices. 

THE VOUCHER SYSTEM In the operation of either a mercantile or a 

manufacturing business, it is necessaiy to 

purchase the following: 

1. Goods or Materials. In a mercantile business goods are purchased 
and resold vithout modification. In a manufactiuing business materials 
are purchased and used in the production of the conamodity or the 
ser\i.ce that the business sells. 

2. Assets for Use in the Business. Both mercantile and manufactm-- 
ing businesses purchase assets such as land, buildings, machinery, 
equipment, and siipplies vith which to cany on their operations. 

3. Services. In order to operate, all businesses must purchase 
serrices such as labor, heat, light, and power. Such serrtces, which are 
ordinarily termed expenses, may be used in the production of the 
commodity or the serrice that the business sells, or they may be used 
in selling the product after it has been purchased or produced. 

In a large business, expenditures for these piu-poses amount to 
large sums and cannot be closely superrtsed by the clrief executive. 

273 
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It IS therefore necessary to delegate the responsibility for incurring 
obligations and making expenditures and yet to retain a proper control 

THE VOUCHER One method of obtaining control over ex 

penditures is to require for each expenditure 
a written authorization This authorization is usually m the form of a 
voucher The voucher is prejiared from the invoice or from other data 
that serve as evidence of the expenditure to be made The outside of 
the voucher provides space for (1) a bnef summary of the invoice data, 
(2) the details of the actual payment, (3) a list of the accounts to be 
charged, (4) the signature of the one who approves the payment, and 
(5) the signature of the one who 
enters the voucher m the voucher 
register Tne inside of the 
voucher provides space for the 
details of the transaction and for 
the signature of the one who 
approves the voucher When 
the business paper from which 
a voucher is prepared contains 
all of the necessary details about 
the transaction the business 
paper is attached to the inside 
of the voucher and no further 
items need be entered on the in- 
side of the voucher The outside 
and the inside of a voucher are 
illustrated on pages 274 and 275 

When the voucher system is 
in use, every invoice or bill 
received must be louchered This 
procedure necessitates that the 
invoice or bill be approved as to 

1 Quantities, pnces, grades 
sizes and quality by the 
purchasing agent 

2 Actual receipt by the re 
ceiving clerk 

3 Mathematical accuracy of 
extensions by the checking 
clerk m the accounting 

department Outside of a ^oucher 
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4. Terms of payment by the purchasing agent. 

5. Distribution (accounts to be charged) by the bookkeeper or the 
auditor. 

These approvals are usually indicated on the invoice before the 
voucher is prepared. In order to prevent mistakes, the bookkeeper or 
the auditor designates the distribution on the invoice before it is copied 
on the voucher. If the accounts in the ledger are numbered, the book- 
keeper indicates the charges by means of these numbers. After the 
voucher has been prepared, the invoice is fastened on the inside and 
the voucher is folded so that the distribution, as sho\vn on the outside, 
will be visible. The voucher is then recorded in the appropriate record, 
which is explained in later paragi-aphs, and is filed in the unpaid 
vouchers file. 
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THE VOUCHER It hag {jegn explained in the preceding para- 

REGISTER graphs that, when the voucher system of 

authorizing payments is used, a voucher is prepared for each expendi- 
ture, whether the expenditure is for goods or materials, assets for use 
in the business, or services. In fact, under the voucher system a check 
is never issued except in paj'-ment of a properly authorized voucher. 

Each voucher is recorded in a book known as a voucher register. 
The form of the voucher register may vaiy widely, depending largely 
on the size of the business and the number of accounts maintained 
with purchases and expenses. The illustration on pages 276 and 277 
shows a typical form. 

The voucher register is usually ruled to provide columns for the 
date of entry, the voucher number, the name of the creditor, the 
explanation, the terms, the date of payment, and the number of the 
check issued in payment. In addition, it contains one amount column 
for credits to the vouchers payable account and as many columns for 
debits as are necessary to show the distribution and classification of 
all purchases and ex^penses. A space to record charges to accounts for 
which there are no special columns is proidded at the exin’eme right. 
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Every amount entered in the voucher register appears as a credit to 
the \ ouchers payable account and as a debit to the account or accounts 
charged for the commodities or the services represented by the invoice 
or the bill 

At the time the voucher is prepared and approved it is entered in 
numencal order in the voucher register When it is paid the date of 
pa 3 Tnent and the number of the check issued in payment are entered 
in the appropriate columns of the register The total of the unpaid 
vouchers as shown by the voucher register must at all times agree with 
the total of the vouchers in the unpaid vouchers file 

The entries m the v oucher register are not posted until the end of 
the month At that time all the columns are totaled and the total of 
each column is posted to the account stated at the head of the column 
The total of the Vouchers Payable Cr column is posted to the credit 
of the vouchers payable account and the totals of all the other amount 
columns except the General Ledger Dr Amount column are posted to 
the debit of the respective accounts The items in the General Ledger 
Dr Amount column are posted indiv'iduall> to the debit of the accounts 
stated in the Account column 

The voucher register should be proved before it is posted by cem 
panng the sum of the totals of all the debit columns wnth the total of 
the Vouchers Payable Cr column Unless these totals agree an error 
has been made either in entering amounts m the columns or in obtain 
mg the various totals This error must be corrected before the postmg 
IS begun 

THE CHECK REGISTER Postings from the voucher register result in 
debits to various asset trading and expense 
accounts and credits to the liability account Vouchers Payable The 
vouchers payable account serves the same purpose as the accounts 
payable account since it shows the total amount due to creditors 

When a voucher is paid an entry debiting Vouchers Payable and 
crediting the bank account is made m the check register fi' the terms' 
of the invoice provide for discount the amount of the voucher is 
entered in the Vouchers Payable Dr column the discount in the 
Purchases Discount Cr column and the amount of the check m the 
column providing for credits to the bank account If a form similar 
to that illustrated on page 279 is used the amount of the check issued 
in payment of each voucher is entered in the column provided for the 
bank on which the check is drawm The date of payment and the 
number of the check must also be entered in the Paid columns of the 
voucher register 
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For each item for which payment is to be made, a voucher must be 
prepared. When merchandise or supplies are purchased on credit or 
for cash or when any bill for an expense is received, a voucher is first 
prepared in the usual manner. This voucher is then entered in the 
voucher register and the amount is credited to Vouchers Payable. At 
the time payment is made, an entry is recorded in the check register 
and the amount of the voucher is debited to Vouchers Payable. 


CHECK REGISTER 





ACCOUNTING PRINCIPLES 


[Q 16 


by a check {v. hich later appears on the depositor’s bank statement) but 
also must be authorized in advance by a voucher The voucher thus 
serves as authonzation for the check that is to be written It would be 
uneconomical and inadvisable to prepare a voucher for each disburse* 
ment to be made from petty cash Petty cash disbursements are there 
fore given special treatment under the voucher system 

When a petty cash fund is to be established a voucher authonzes 
the drawrng of a check payable to Petty Cash The account Vouchers 
Payable is credited in the voucher register and the account Petty Cash 
IS debited The check is then drawn an entry debiting Vouchers Pay 
able and crediting Cash or the bank account is made in the cash pay 
ments journal the check is cashed and the money is turned over to the 
person in charge of the fund Whenever a disbursement is made from 
the fund a receipt is obtained from the one to whom payment is made 
The entnes required in establishing a petty cash fund are shown m the 
illustrations of the voucher register and the check register (Voucher 
No 333) on pages 276 and 279 

\Vhen the fund is to be replenished a voucher authonzes a check 
to be drawTi for the total amount of the disbursements that have been 
made The vanous accounts to be debited are determined from the 
receipts showing petty cash disbursements and are indicated on the 
voucher The entry to record the voucher m the register consists of a 
credit to Vouchers Payable and debits to the accounts indicated on the 
voucher The check is recorded in the cash payments journal by debit 
mg Vouchers Payable and crediting Cash or the bank account The 
money obtained by cashing the check is placed in the petty cash fund 
which should then equal the original amount The entnes required in 
replenishing a petty cash fund are shoivn in the illustrations of the 
voucher register and the check register (Voucher No 395) on pages 
276 and 279 

VOUCHER SYSTEM Adjustments are not easily made in the 
voucher sy^em The steps involved m t’ne 
voucher system are designed to eliminate as far as possible the need 
for adjustments Some adjustments are necessary, however to pro- 
vide for (a) purchases returns or allowances (b) paymients by the 
issuance of a note and (c) partial payments 

Purchases Returns and Alloiianees When credit is received for a 
return or an allowance on a purchase the amount of the unpaid \ oucher 
IS thereby reduced In order that the voucher register will show the 
correct amount payable an entry may be interlined in red ink immedi 
ately above the entry for the voucher The debit to vouchers payable 
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is entered in the Vouchers Payable Cr. column, and the amount of the 
asset or the expense on which the return or the allowance was made is 
adjusted by indicating the deduction in the con-esponding debit 
amount column. When the columns are totaled, the figures in red 
should be added separately and written immediately above the colum- 
nar totals of the figures in black. The totals indicated in black ink are 
posted in the usual manner. The total in red ink in the Vouchers 
Payable Cr. column is posted as a debit to the vouchers payable 
account, and the corresponding red totals in the debit amount columns 
are posted as credits to the appropriate accounts. In practice, ac- 
countants often show a "red ink” entry in black, encircling the amount 
to show that it represents a deduction. The method of recording 
credit received for a return or an allowance is shown in the voucher 
register illustration (Voucher No. 391), page 276. Af the end of the 
month, after the columns were totaled, Vouchers Payable was debited 
for $25 and Purchases Returns and Allowances was credited for the 
same amount. The credit memorandum fi'om the creditor or a note 
showing the amount of credit received should be filed \rith the adjusted 
voucher. 

When credit is received for a return or an allowance in a later month, 
after the voucher register has been totaled and posted, the method just 
outlined cannot be followed. In this case a new voucher for the ad- 
justed amount payable must be prepared, and the original voucher 
should be marked "Canceled” vith a reference to the new voucher. 
The amount of the original voucher has, however, already been posted 
in the columnar total for the pre\dous month. An adjusting entry 
must thei’efoi'e be made in the general jouraal. 

Assume, for e.xample, that in May merchandise was purchased for 
$180 from C. C. Shaw. An entry debiting Purchases and crediting 
Vouchers Pa 3 'able for $180 was made in the voucher register at that 
time. In June, however, a portion of the order was returned and a 
credit memorandum for $30 was received. The following entrj’^ was 
then made in the general jom-nal: 


June 28 Vouchers Payable ISO 

Purchases Returns and Allowances 30 

Purchases 150 


To record the return of merchandise pur- 
chased in May and to cancel Voucher No. 

323. 

A reference to this journal entrj’’ was placed in the Paid columns 
for the old voucher. A new voucher for $150 was then prepared and 
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recorded m the \ oucher register This new voucher is Voucher No 392 
in the register on page 276 The net effect of the two entnes on June 28 
IS a debit to Vouchers Pa3 able of $30 and a credit to Purchases Returns 
and Allowances of $30 

Notes Payable If a -voucha* is paid b> the issuance of a note or by 
the acceptance of a draft or a trade acceptance, an entry debiting 
Vouchers Pay^able and crediting Notes Payable should be made in the 
general journal or the notes payable journal An explanation indi 
eating the method of payment is wntten on the voucher, and a similar 
explanation with reference to the page of the journal in which the 
entry w as made is entered in the Paid columns of the voucher register 
The \ oucher is then filed m the paid vouchers file 

At the time the note or the acceptance is to be paid, a new voucher 
will be issued The entry m the v oucher register will consist of a credit 
to Vouchers Paj’able and a debit to Notes Payable The payment of 
this voucher will then be recorded in the usual manner The entnes 
required in the payment of a note are shown in the illustrations of the 
V oucher register and the check register (Voucher No 393) on pages 
276 and 279 

Partial Payments The plan of the voucher register assumes that 
each voucher is a unit and will be paid as a unit No provision is made 
in the register for partial payments If, then, a biismess customarily 
makes partial payments on its invoices, it should not plan to use a 
voucher register but should use some other method that is more 
adaptable to the recording of partial payments 

If, at the time an invoice is received, the management knows that 
it will be paid in installments several vouchers may be prepared one 
for each installment If the decision to pay a voucher in installments 
IS made after the v oucher is recorded the method used vanes according 
to whether the new entry is to be made in the same month in which the 
voucher was recorded or in a later month If the change is to be made 
m the same month in which the voucher was recorded, the voucher 
and the entry m the v oucher register may be canceled and two or more 
new V ouchers may be issued If the diange is to be made after the 
amount of the voucher has been posted, an entry may be made in the 
general journal reversing the first entry in the voucher register Two 
or more new \ ouchers may then be issuwi and recorded m the register 


VOUCHER SYSTEM 1*he careful checking of the records used m 

CORRECTIONS vouchcT system will not eliminate errors 

entirely, but it should reduce them to a minim um If an error is 
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discovered in the same month in which a voucher was recorded, the 
voucher and the entiy in the register may be canceled and a new 
voucher may be issued. If the error is discovered after the voucher 
register has been posted, the correction may be made by a jom-nal 
entrj^ reversing the entry to be corrected and the issuing of a new 
voucher for the connect amoimt. 


THE VOUCHER REGISTER The use of the voucher register proves very 
NAL ENTRY AND convenient. Liabilities are recorded as soon 

SUBSIDIARY LEDGER as they are incurred, an accounts payable 
ledger is not needed, and a great sa\dng of labor in posting is effected 
through the use of the columns in the register. 

Each line of the voucher register may be considered as a separate 
account vnth a voucher. This account is credited when the voucher is 
recorded; it is debited when the voucher is indicated as paid. At any 
time, then, the voucher register will give the detail regarding the 
balance of the vouchers payable account. In this respect the voucher 
register is comparable to the accounts payable ledger, and it may be 
considered as a subsidiary ledger. The entry of the date of pajmient 
in the voucher register from the paid voucher is in the natui'e of a 
posting to a subsidiary ledger. 

The voucher itself is a business paper co-ordinating the acti\dties 
of a number of specialized employees in a business organization. The 
vouchei-s, which are numbered serially, constitute a journal record of 
the obligations inciuTed and of the accounts to be charged. \Mien the 
vouchem are filed in an unpaid vouchers file, they provide a subsidiary 
ledger showing the amounts due at various times. “^^Tien vouchers are 
placed in the file, they represent credits; when they are removed from 
the file, they represent debits. Hence, vouchers themselves serve as 
business papers, a journal record, and a ledger record. 

The voucher register is a record that facilitates the accumulation 
of summaries to be posted to the general ledger. As indicated in a 
preceding paragraph, the voucher register may be considered as a sub- 
sidiarj' ledger of authorized obligations, suppoiting the controlling 
accoimt Vouchers Payable. 


THE VOUCHER SYSTEM The voucher system illustrates the adapta- 
w A?, bilitv of accounting procedure to new con- 

ditions in business practice. As a weil-demiea 
system it proves of great use to financial management. Its adoption 
has resulted in the following advantages: 
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1 IvfoTimiion regarding invoices to be paid is furnished promply 
the p’-e%'ailing practice of a busine» prondes for the pajment of 

creditors from funds recei\ed through the collection of accoiints 
recenable the purchase* journal and the accounts paj-able ledger 
pmnde the needed information When emphasis is placed on meeting 
the temis of paiment on all mtoices and bills the toucher system 
sen O' the need* of the financial officer more effectii eh than do the 
purchase* journal and the accounts pat'able ledger The disbursing 
off cer IS more mte’^ested in knotimg uhen pajTnent* should be made 
than m knomng to whom the amounts are pat'able The voucher 

tern protndes a flexible record m furmshing prompt information 
regarding int oiee* and bill* authorized for painnent 

2 Misunderstandings are avoided by having payments cover specific 
t) oicei In the mtere't of both the debtor and the creditor the 
\oucher sxstem p’onde* that each check is*ued shall cover a ■speafic 
mvoice or a specific group of uivoice* This practice provide* for tne 
easv identification of amounts charged and amounts paid so that there 
can be agreement regarding the balance owed The pajTnent of round 
amounts to apph on account is unsatisfactory from the point of view 
of both the creditor and the debtor Discrimination among creditors 
bv debtors i* equallv unsatisfactory from both pomts of vnevv The 
voucher system represents a modification of accountmg practice to 
fit improved financial practices 

3 The practice of taf tng cash discounts ts facihtaled The voucher 
sv ttem IS particularly useful in providing the neces*arv information 
fo’- those concern* that follow the practice of takmg cash di*counts. 
4s a matter of financial policy it is always !e*s co*tlv to borrow fund* 
at a local bank in order to take advantage of cash discounts than to 
permit cuch discounts to be neglected Under the voucher svstem each 
mvoice can be approved promptly and filed in the unpaid vouchers 
file under the last date vvhen the discount can be taken The unpaid 
vouchers file provide* an orderly list of all future obligations arranged 
according to the dates of pavunent By taking the discounts the 
busines* gets the maximum use of its cash balance and at the same 
tune provides a maximum return from available cash discounts 

4- AuOiorization of future disbursements ts given at the proper time. 
The V oucher system provide for the approval of expense items at the 
time when such approval can be given mo< intelligently The ade- 
quacy of a service purchased should be determined at the time the 
service is rendered rather than at a later date when payment i* to be 
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made. If the service is satisfactory, future payment should be au- 
thorized at once. Hence, no further investigation is necessaiy when 
the check is to be dravm. 

Such advantages are, however, accompanied by a lack of flexibility 
in the use of the register. ^Aflienever records with special colunms are 
used, the procedure is necessaiily rigid. It has already been shown 
that a special journal does not allow so complete an explanation as the 
general journal. In the use of the voucher register the pi-ocedure is 
even more formal. This fact has been shown in the difficulties en- 
countered in making corrections and in handling pm’chases retuims 
and allowances, notes payable, and partial payments. 


QUESTIONS 

1. (a) From the point of \iew of the chief disbursing officer, which is 
usually of greater significance: the time when an amount payable Mill be 
due, or the person or business to which payment is to be made? (b) Which 
of these two factors does the vouclier system stress? 

2. (a) Which is the more fle.xible record: the general journal or the 
voucher register? (b) Which is more closely fitted to a recognized business 
practice? (c) Are your answers consistent? Explain. 

3. The special journals to be used in an}' given business are determined 
by the frequency of occurrence of similar transactions. Does the same 
principle determine the special columns to be used in the voucher register? 
Explain. 

4. (a) Is the voucher register a book of original entry? (b) a summa- 
rizing device? (c) a ledger? E.xplain. 

5. Would the numbei' of unrecorded transactions tend to be more or less 
under the voucher system? Explain your ansv’er. 

6. (a) Which is the better time to authorize a cash disbursement: at 
the time the disbursement is to be made or at the time the goods or the 
serrices are received? (b) When is such authorization made under the 
voucher system? 

7. “The voucher system is useful in assuring the taking of all purchases 
discounts.” Is this statement true? 

8. Does the introduction of the voucher system prevent the use of a 
petty cash fund? Explain. 

9. (a) What characteristics does the voucher register have that the 
sales and the cash receipts journals do not have? (b) Is this true of the 
check register? 

10. 'What advantages of the voucher system would you e.xplain to the 
treasurer of a corporation who is considering the use of this system? • 
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PROBLEMS 

1 George Gruskn, whose accounts paj able on August 31 were as follows, 
installed the voucher sjstem 


Aug 28 

Herbert Thomas 

Merchandise 

2/10, n/30 

$300 

30 

Charles Biduell 

Repairs 

n/30 

2o0 

31 

Dumont Co 

Merchandise 

2/10, n/30 

200 





$7o0 


During the first week in September he completed the following trans- 
actions 

Sept 3 Purchased merchandise from Herbert Thomas, $500, terms 2/10 
n 30 

5 Recened an invoice from Charles Bidwell for repairs $o0 terms 
n 30 

6 Purchased machinery from the Dumont Co , $1,000, terms 2/10 
n SO 

6 Issued check Vo 314 to Herbert Thomas, $294 

7 Issued Check No 315 to Charles Bidwell, $2d0 

JwJfwoIion* (1) Use a voucher register with the following amount 
column headujgs touchers Pajable Cr, Purchases Dr, Repairs Dr, and 
General Ledger Dr Use a check register with the following amount column 
headings touchers Pajable Dr, Purchases Discount Cr, and Second 
National Bank Cr 

(2) Make in general journal form an entrj as of September 1 transferring 
the balance of the accounts pavable account to Vouchers Pajable 

(8) Under the date of the original purchase, enter the unpaid vouchers 
in the I oucher register then ^e double lines across all the amount columns 
of the I oucher register so that the amounts just recorded will not be included 
m the columnar totaU posted at the end of September 
(i) Enter the transactions for September 8 7 inclusive 

2 The S AM Druggists use a voucher sjstem All bills are paid upon 
receipt of invoice or within the discount period Vouchers issued dunng 
Maj and June for which the discount penod had not expired on June SO 
were 

Voucher Date of 

No Company For Invoice Terms Amouvt 

264 Rogers Companj Merchandise Maj 6 n/60 

301 MayATjler Merchandise June 24 2/20 n/30 6 50 

$10 500 

The following transactions were completed m July The vouchers 
used were numbered consecutivelj from No 310 

Julj 1 Issued Check No 753 for $550 to Reeder Realty Co inpaj'mentol 
July rent $500, utihties $50 (Charge utilities to iliscellaneo 
Office Expense ) 
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July 2. Issued Check No. 754 for .$200 to establish a petty cash fund. 

3. Received an invoice for merchandise from the Oregon Products 
Company for $8,100, terms 1/30, n/60. 

4. Issued Check No. 755 to the Ohio Oil Company for gas, oil, and 
repairs. The tickets attached to the invoice indicate that delivery 
trucks used $175 and salesmen’s cars $75. 

6. Issued Check No. 756 for $78 to the L & Y Railroad Company in 
payment of freight on merchandise purchases. 

7. Gave Rogers Company a 15-day, 6% note for invoice due July 5. 

9. Received a credit memorandum for $500 from May & Tyler for 

merchandise returned to them and issued Check No. 757 paying 
new voucher. 

13. Received an invoice from the Western Company for $2,925, terms 
2/30, n/60. The invoice covered: merchandise, .$2,500; store 
supplies, $100; office supplies, $150; and advertising circulars, $175. 

15. Issued Check No. 758 for $250 to National, Inc. as the down pay- 
ment on a new cash register. If the machine is satisfactorj', the bal- 
ance of $1,000 will be paid in 30 days. (Store Equipment.) 

19. Received an invoice for merchandise from Abbott Laboratory for 
$425, terms 2/15, n/30. 

22. Issued Check No. 759 to Rogers Company for note and interest 
(see July 7). 

24. Received a credit memorandum for $100 from Oregon Products 
Company for merchandise returned to them. 

31. Issued Check No. 760 in payment of the monthly payroll as follows: 
Sales Salaries, $1,000; Delivery Salaries, $400; Office Salaries, $900. 

31. Issued Check No. 761 to reimburse the petty cash fund. The charges 
were distributed as follows: Store Supplies, $35; Miscellaneous 
Selling Expense, $40; Miscellaneous Deliverj" Expense, $15; Office 
Supplies, $25; Miscellaneous Office Expense, $8. 

31. A credit memorandum was received from Abbott Laboratory for 
$425. The invoice had been issued in error. 

Inslrudions: (1) Prepare a voucher register and a check register like the 
ones illustrated on pages 276 and 279 of the text. Under date of the original 
purchase, enter the unpaid vouchers at June 30 in the voucher register; then 
rule double lines across all the amount columns of the voucher register so that 
the amounts just recorded will not be included in the columnar totals posted 
at the end of July. Record the July transactions in the voucher register and 
the check register. Record journal entries v.ffiere required. 

(2) Total and rule the voucher register and the check register. 

(3) Post to the vouchers payable control account the June 30 balance 
($10,500) and the totals of the vouchers payable columns in the voucher 
register and the check register. Post to the purchases returns account the 
total of the returns shown in the vouchers payable column of the voucher 
register. Post journal entries to the voucher payable control account and to 
the purchases returns account. Prove the July 31 balance of the vouchers 
payable account by preparing a schedule of unpaid vouchers as shown by 
the voucher register. 
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THE NEED FOR Efficient business operation requires adequate 

PAYROLL RECORDS records covering the compensation of em 
ployees The \\orkers must be paid at regular intervals the exact 
amounts to which they become entitled Federal laws require most 
employers to pay taxes based upon wages and salaries and to act as 
agents m collecting other taxes levied upon the earnings of their 
employees In all states man> employers are subject to state pajToO 
taxes In a few states the employers must also be the agents m collect 
mg taxes levied upon the earnings of their employees All of these 
federal and state taxes must be paid and detailed reports on prescribed 
forms must be submitted m accordance with the several laws 

Not infrequently employers obligate themselves to make payToll 
deductions for their employees for such things as union dues, insurance 
plans and bond purchases The calculation of premiums for Work 
mens Compensation Insurance which is earned by most employers 
necessitates the use of payroll information The obligations imposed 
by law and the requirements of good business management demand 
accurate and complete payroll records 

The term uages is iisually used when remuner 
ation IS paid on an hourly, weekly, or piece- 
work basis If the compensation is on a monthly or a yearly basis the 
term salary is commonly used The words may be used interchangeably 
Other forms of remuneration include commissions, profit shanng and 
bonuses Money is not the only form of compensation employers 
sometimes provide such things as meals and lodging 

Business organizations may secure the serv 
ices of vanous individuals without the ’latter 
being m the capacity of 'employees Public accountants may be 
engaged to audit the accoimtmg records lawyers to prepare or review 
contracts or plumbers to repair the water pipes These people are 
independent contiactors, not employees They choose their own means 
of accomplishing the tasks they are enga^d to perform The payment 
for their services is not a part of the payToll To qualify as an em 
ploy ee a person must be under the direction of his employer both as 
to the work or result to be accomplished and the means of its acconi 
plishment 


FORMS OF 
COMPENSATION 


WHO IS AN 



Ch 17] 


ACCOUNTING FOR PAYROLLS 


289 


GROSS EARNINGS The gross earnings of each employee for each 

pay period are usually calculated by multi- 
plying the time worked during the period by the agreed rate per hour, 
week, month, or other unit of time. In some cases, gross earnings are 
the product of the units of work completed times the rate per unit or 
piece. The gross earnings of salespeople are sometimes calculated by 
multiplying their sales for the period by an agreed percentage. 


Timekeeping. "V^Tien compensation is based upon time, a record of 
the time worked by each employee is needed. Maintaining such 
records is called timekeeping. The records that are compiled may be 
very simple or quite elaborate, depending upon the nature of the 
business and the number of employees. Sometimes such records are 
merely notations in a small memorandum book. In other cases the 
employees may be required to “sign in” and “sign out” each day, 
noting the times of their arrivals and departures. Many businesses 
use mechanical or electric time clocks to compile this information. 
While it may not be needed in order to calculate gross earnings, other 
considerations sometimes make it necessaiy to keep a record of exactly 
what work the employees perform while on duty. 


Wage Rates, Overtime. Wages and salaries must be paid at the rate 
agreed upon in each case. In most cases the rates must conform to the 
requirements of the Federal Fair Labor Standards Act. This Act, 
commonly known as the Wages and Hours Law, requires employers 
who are covered by the statute to pay 150 per cent (time and one half) 
of the regular rate for all hours worked in excess of 40 per week. Persons 
holding executive, administrative, and certain supervisory positions 
are not covered by this provision of the law. 

In many industries the practice of pajnng premium rates for over- 
time hours has been considerably extended. Certain overtime hours 
may be paid at twice the base rate. Work on Sundays and holidays 
may be paid overtime I'ates regardless of the total number of hours 
worked during the w^eek. It is a common practice for companies that 
wmrk night shifts to pay premium rates to those who work during these 
generally less desirable hours. 

Illustration. To illustrate the calculation of the gross earnings of an 
employee, assume these facts: Charles Adams is employed by a 
company that pays him at the rate of $1 an hour for the first 40 hoims 
each week, and .SI. 50 an hour for all hours worked in e.xcess of 40 a 
w'eek. His time card shows that he worked 8 hours each, Monday 
through Thursday, 9 horn's on Friday, and 5 hours on Saturday. His 
gi'oss earnings would be calculated as follows; 
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Total 

Straight 

OVEETDIE 

Day 

Hours Worked 

TiiiE Hours 

Hours 

Monday 

8 

8 


Tuesday 

8 

8 


Wednesday 

8 

8 


Thursday 

8 

8 


Fnday 

9 

8 

1 

Saturday 

5 


5 


40 

40 

6 

Regular hours 

40X$100=$40 00 

Regular pay 46X$1 00=$46 OD 

Overtime hours 

6X$1 50-$ 9 00 

Overtime premium 

6X$ 50 = $ 3 00 

Total gross earnings =$49 00 

Total gross earnings 

= $49 00 


DEDUCTIONS FROM jn most instances, the gross earnings of a 

GROSS EARNINGS worker are not the same as his take home 

pay The difference is due pnmanlj to the taxes that the emplojer 
IS required to withhold In addition to these, there may be vanous 
deductions authonzed by the employee 

Social Security Taxes The requirements of the Federal Insurance 
Contnbutions Act compel most employers to withhold a percentage of 
the gross earnings of each of their employees This is the employees’ 
share of the old age and survivors’ insurance tax often termed the 
old-age benefite tax This tax a part of the federal program to provide 
old-age insurance must be withheld by every employer who is covered 
by the law Certain types of emplojTnent are exempted The rate of 
the tax and the amount of the salary on which it is based may be 
changed at any time by the Congress At the present time the rate is 
1 per cent of the first $3 000 paid each employ ee in each calendar year* 
Although the amount of the tax may be changed at any time, such a 
change will not affect the accounting pnnciples or the method of 
recording the transactions 

The taxes the employer deducts must be sent to the government 
m the month following each calendar quarter, together with a report 
showing the name and the social secunty number of each emplojee 
and the gross amount paid to each employee Every employee cohered 
by the law must register and secure a social secunty number and eard^ 

A few states require employers to wthhold from the emplojees 
pay contnbutions to their state unemployment insurance funds and 
penodically to remit these contributions to the state government 
These taxes are in addition to the unemployment insurance contnbu 
tions required of employers. The latter will be considered at another 
point m the chapter. 
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Federal Income Tax Withholding. Employers are required to with- 
hold a portion of the gross earnings of their employees for federal 
income tax purposes. This applies to virtually all grades and types of 
employees. The amount to be withheld depends upon gi’oss earnings 
and the number of exemptions to which the employee is entitled. 
Exemptions are allowed for himself, ceilain dependents, and, in some 
cases, because of old age and blindness. Workers inform their em- 
ployer of their status in this respect by submitting exemption certifi- 
cates. 

The amount of the tax to be withheld from the gross earnings of 
each employee is calculated by taking into account the amount of his 
earnings, the length of the pay period, the number of exemptions 
claimed, and the tax rates currently in force. Many employers find it 
expedient to consult withholding tables prepared by the government. 
From a table for the appropriate pay period (daily, w'eekly, biweekly, 
semi-monthly, monthly, etc.) the amount of tax to be withheld can 
be found for any amount of earnings and any number of exemptions. 

It is customary for the emploj^er to furnish a statement of vrith- 
holdings to the employee with each paycheck or pay envelope. Pay- 
checks \vith detachable stubs are widely used. The pay period, the 
gross earnings, and the various deductions are showm. The employee 
removes the stub before cashing the check. An illustration of this form 
of paycheck is showm below' : 


The Acme Com/iany 
PAYCHECK 

Periftrt Tnrfing 

Gross Earnings J f/.OO 

Dtductions: 



\pany 

Pay to the \ 

Order of n 7 

No.4f/_ 

Social Securttff Tax S , ?/ 

Federal Income Tax ^,^0 

Group Insurance fO 


_ S.^9-rl- 

Total II.ZH 

Amount of this check f (a9‘7^ 

To: City Notional Banlt \ 

Payroll Account V- “ - 



Dttseh «nrf rttain tht« ttub fer your ncerrft 


Payroll Check 


The federal income taxes, which the emplo}'er has actually withheld 
from w'ages paid, must be paid to the Collector of Internal Revenue 
within a month after the close of each calendar quarter. The pajnnent 
must be accompanied by a statement on a prescribed form of the 
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aggregate withholding dunng the quarter In case the emplojer inth 
holds a total of $100 or more dunng any month, the total withheld 
must be paid to a government depositary before the fifteenth of the next 
month although the withholdmgs of the last month in each quarter 
may accompany the quarterly return At the end of each year the 
employer must provide each employee with a statement on the proper 
form of the total amount of his earnings and income tax ivithholdings 
Copies of these statements must be sent to the Collector of Internal 
Revenue along with a final summary return of withholdings for the 
jear 

Other Deductions The deductions from gross earmngs discussed 
above are compulsory Neither the employer nor the employee has 
any choice in the matter In addition to these, there maj be other 
deductions authorized by employees either individually or as a result 
of an agreement v'.nth the workers’ union Union dues are an example 
of the latter A partial list of reasons for other deductions from the 
gross earnings of employees includes the following 

(1) Deductions to accumulate funds to be used to purchase United States 
Savings Bonds for the employees 

(2) Deductions to pay the premiums oo bfe health hospital, or accident 
insurance for the employees 

(3) Deductions authorized by the employees for some son of supple- 
mentary retirement annuity or pension (It is not uncommon to find 
that one of the conditions of employment is the participation m such 
a program If such is the case the employer often obligates himself 
to contribute money to the plan ) 

(4) Deductions authonzed to be paid to some charitable organization 
(Red Cross Community Chest Boy Scouts, etc ) 

(5) Deductions authonzed to repay a loan or advance from the company, 
or a loan from the company credit union 

(6) Deductions authonzed to pay for purchases of the product or semce 
of the company (Employees are usually allowed a discount on such 
purchases ) 

Whatever the nature of the deduction, the accounting problem is 
essentially the same If the employer makes these deductions, hemwst 
keep an accurate record of their amount and dispose of the funds as 
authonzed The deductions are current liabilities of the employer from 
the time they occur until proper disposition is made 

CALCULATION OF NET To illustrate deductions from gross earnings, 
PAY ILLUSTRATED consider the ease of Charles Adams the 
employee earlier cited, whose gross earnings for the week were calcu 
lated to be $49 If his earmngs so far this year (including this week’s 
amount) did not exceed $3,000, they would be subject to the 1 per cent 
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social security tax. Assume that he is employed in a state that does not 
require employee contributions to its unemployment insurance pro- 
gram. Assume fmi;her that he claims tvvo e.xemptions for tax purposes. 
Reference to the income tax withholding table for a weekly pajTolI 
period discloses that earnings of .$49, with two exemptions claimed, 
require a withholding of $3.60. The company has an agreement with 
the employees’ union to deduct w'eekly union dues of 25 cents. The 
employee has authorized the company to withhold $1.25 each week to 
purchase United States Sa\ings Bonds for him. At the end of each 
15 wrecks, they purchase a bond in his name and send it to him. He 
also has authorized a deduction of $1 from his pay each week for five 
weelcs to be given to the local Commimity Chest. The amount of his 
paycheck will be calculated as follows: 


Gross Earnings (as calculated) $49 . 00 

Deductions: 

Federal Old-Age Benefit Ta.K $ .49 

Federal Income Tax Withheld 3 GO 

Union Dues 25 

Bond 1.25 

Community Chest 1.00 


Total Deductions 6.59 


Amount of Paycheck (take-home pay) $42.41 


THE PAYROLL A payroll is a list of employees showing their 

earnings for a stated period together with 
other relevant information. There are a wide variety of airangements 
and forms of paj’xoll pages, though all show essentially the same in- 
formation. A short but tj^ical weekly patuoll is illustrated on pages 
294 and 295. 

There are several points that should be especially noted in this 
illustration. The heading of the page must show the e.xact period 
covered. The payroll illustrated covers all of the employees of a 
business for one w^eek. If it were necessarj’ or desirable to have a 
separate payroll for each of several departments, each page wnuld 
indicate the department to which it related. In the illustration, the 
emploj’ees are listed alphabetically. They could be listed by their 
time clock or badge numbers. Sometimes the social securitj* number 
of the worker appears on the pajToII beside his name. 

The colunms headed “Daily Time’’ are self-e.xplanator>'. This 
information wmuld be secured from either a time-clock record or a 
record kept by some employee whose duties included the timekeeping 
function. It is to be noted that the total hours worked are sorted 
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pa^ 



NAME 



DAILY TIME 


1 earn NGS 


« $ 


™ 

■ *• 

- i 


lESuijia 

1 0 ERT-r 

HOUR.! 

RATE 

AllT 

HOUR, 

RA E 

ART 

dams Charles ^ 

206 

8 

1 ^ 

1 ^ 

8 

9 


40 ' 

1 00 ' 





irowB Will am 

20^ 

8 

1 " 

I R 

8 

8 

8 

40 

1 10 





lark Mar> 

201 

4 

8 

8 

8 

8 

8 

40 

1 00 1 

40 OOl 




lavis Rob«n 

1 20o 

. 8 



Q 

Q 

0 


, 1 30 1 

29 90l 




sher Joseph 

1 101 


1 ^ 





1 

1 : 

100 co! 




ohnson Peter 

I0t» 

8 

1 8 

8 


8 

4 

40 

1 SO 1 





lontgomery John 

203 

9 

9 

8 

8 

8 

8 

40 

1 00 

40 OOl 




m b James 

204 

1 0 

0 

1 » 

8 

8 

8 

33 

1 30 





ucker Ralph 

20 

! 8 1 

8 

i 4 . 

8 

8 

8 

40 

1 20 





V Ison Virgima I 

108 

" 

0 

* 

8 

8 

4 

28 

1 SO j 

42 00| 




Totals 1 










498 80 



43 a 








< 


1 

1 

1 

1 



Week! 


beUveen regular and overtime hours In this illustration all hours in 
excess of 40 a week carry the overtime (time and one half) rate It 
should be noted that there is no record of the hours worked bj Joseph 
Fisher He is paid at the rate of §100 a week irrespective of the hours 
worked It would be reasonable to assume that he has an adimnistra 
tive or supervisor} position — perhaps manager 

The Tax Exempt Earnings column is for memorandum purposes 
onl} As soon as the earnings of the emplo>ee have reached $3 000 each 
>ear there is no further deduction for the old age benefit tax although 
income tax is still withheld The information regarding the year to- 
date earnings of each employee is usually secured from the employee s 
earnings record which is illustrated and discussed later m the chapter 
It is obvious that the gross earnings of Joseph Fisher and Peter Johnson 
have equaled or exceeded $3 000 this year before the beginning of the 
pay w eek in question Accordingly no old age benefit tax is deducted 
The total of the F 0 A B Tax column is equal to 1 per cent of the 
total of the Total Earnings column less the total of the Tax Exempt 
Earnings column 

The Deductions columns are self-^ixplanatory, with the exception 
of the Other column This column is used to show any withholdings 
for w hich no special column is provided In the illustration the column 
records withholdings for Commumty Chest donations (marked CC ) 
and a deduction of §8 60 from the pay of Peter Johnson on an account 
receivable (marked AR ) Mr Johnson owes the company money 
for goods he has purchased and has authorized payment m this manner 
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^OLL 

DcTOonn 30, 1940 




DEDUCTIONS 

1 

PAID 

[ ACCOUNTS CHARGEt 


nXCMPT 


rrocPAL 










CARNINGS 

r.o.A.n 

INCOME 

UNION 




NET , 

CHECK 



TOTAL 


TAX 

TAX 

DUES 

noND 

OTHER 

TOTAL 

AMOUNT 

NO. 

SALARIES 

SALARIES 




WITHHELD 







1 


■19.00 


10 1 

3 00 

2.1 

1 2.1 

CC 1 OO! 

0 .19 

12 11 ! 

1380 

19 00 


■M.OO 


11 

2 80 

2.1 


CC 1 001 

1 19 

39 51 

13,87 

11 00 1 


•10.00 


10 

3 10 

2.1 


CC 1 (»j 

1 81 

11 19 

1388 

10 00 I 


29.90 


30 

2 GO 

2.1 



3 1.1 

20 7,1 

13S9 

20 90 


100.00 

100.00 


0 00 


3 75 

CC 2 00 

1.1 3,1 

81 0.1 

1300 


100 00 

S2.80 

82.80 


10 r>o 

2.1 

3 75 

,\U 8.00: 

23 10 

59 70 

1391 


82 80 

55 . 00 


.lij 

1 .10 

2.1 



5 30 

10 70 

13i^ 

.'w 00 


■12 00 


.13 

2 .10 

2.1 



3 IS 

30 72 

1393 

■12 00 


.')5.20 


55 

1 .10 

2.1 



.1 30 

19 00 

1391 

.1.1 20 


12 00 


12 

1 10 

2.1 



,1 07 

30 93 

1305 

1 


12 00 

■>lfl 80 

182 80 

3 04 

18 10 

2 21 

8 7.1 

13 00 

70 .31 

170 10 


322 00 

221 80 

■ 

— ■ 




1 


— 1 






Payroll 


■^Vheri a joui-nal entry is prepared to record the payroll, the total of this 
Other column must be sorted and classified so that the proper accounts 
will be credited. (See the journal entry on page 296.) 

Total Earnings less Total Deductions equals the Net Amount Paid. 
The Check Number column is used to provide a cross-reference to the 
cash payments record. 

The last two columns of the pa 3 Tol] illustrated are used to sort the 
gross earnings of the employees into the amounts to be charged to the 
various salary or wage expense accounts. This process or function is 
u-sually termed paifroU dislrihution. If the company has a verj’’ extensive 
account classification of labor expen.se, it may be necessary to use a 
separate page or payroll distribution sheet to analyze the charges from 
each payroll. On this sheet will be a list of the employees and their 
gross earnings, followed by as many columns as there are wage and 
salary accounts. The eainings of each worker will be e.xtended into the 
proper column. The column totals will show the amounts to be debited 
to the various accoimts. Such a sheet was not needed in connection 
with the payroll illustrated since only two accounts received all of the 
charges. 

A great vaiiety of procedures may be follow^ed in the preparation 
of pa.yrolls. All of the infomation may be entered by hand, or there 
may be special machines employed. Many large concerns use punched 
card systenis. The information is punched in a tj^pe of code onto 
various small cards. These cards are put into intricate machines that 
sort and classify them. The machines may automatically print the 
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payroll Sometimes they prepare the paychecks at the same time 
There are many mechanical aids to payroll preparation It should be 
kept m mind however that all procedures and systems simple or 
intncate have the same purpose to compile and record the necessary 
information 


ENTERING THE 
PAYROLL IN 
THE ACCOUNTS 


The journal entry to record the payroll 
illustrated on the preceding pages would be 
as follows 


Oct 30 Sales Salanes 322 00 

Office Salanes 224 80 

Federal Old Age Benefit Tax Payable 3 64 

Federal Income Tax Withheld 48 10 

Union Dues Pajable 2 2o 

Employees Bond Deductions 8 75 

Community Chest Donations Payable 5 00 

Accounts Rece able 8 60 

Accrued Payroll 470 46 


To record payroll for week ended 
October 30 1948 

It should be mentioned that not all accountants would make the 
general journal entry shown above The payroll itself can be treated 
as a journal and the totals of its columns except those used for memo 
randum and miscellaneous purposes can be posted directly to the 
ledger accounts If this is done the Other Deductions column would 
ha\e to be sorted and summarized so that the proper accounts would 
be credited 

While direct posting of the payroll is often expedient it is usually 
preferable to prepare a general journal entry of the type illustrated 
Sometimes the data relating to all of the pay penods that ended during 
the month are combined to prepare one summary general journal 
entry 

The payroll sheets are usually filed in chronological order They 
are often kept in binders so as to become a payroll book — sometimes 
called the payroll register Under the social security law payroll 
records must be retained for a penod of four years 


RECORDING PAYMENT Workers are usually paid by check A com 
pany with comparatively few employees mil 
probably draw the checks on its regular bank account and record them 
in the check register It is desirable to have a special column m that 
journal for this purpose The entnes to record the payment of the 
amounts due the employees in the case of the payroll illustrated on 
pages 294 and 295 would appear as foDows 
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CHECK REGISTER 







CENEIFAE 

1 Accoupfrs 

1 ACCRUED 

PURCHASES 

FIRST 


DATE 

NAME or PAYEE 

CHECK 

POST. 

LEDGER 

} PAYABLE 

' PAYROLL 

Discou»rr 1 

NAT U BANK 




NO 

! REF. 

DR. 

j OR 

j DP. 


' CR. 



1918 



1 




r r 


1 I 


) 


' 1 

i !, 

Oct. ! 

30 

Clmrlcs Adams 

1.3S6 






-12 

41 1 



42 

I41 


1 

30 

William Brown 

13S7 





1 

39 

51 


i 

39 

51 


1 

30 

Marv Clark 

1388 






41 

19 

! 


41 

il9 


1 

30 

Robert Davis 

1389 






2C 

ro 

1 


25 

75 



30 

.Joseph Fi.sher 

1390 






84 

55 



.84 

iGol 



30 

Peter .Johnson 

1391 






59 

70 



50 

:70 



30 

•John Montgomerv 

1392 






491 

70 



49 

TO 


30 

.Jame.q .Smith 

1393 






.39, 

72 



39 

72 



30 

Ralph Tucker 

Virginia Wil.‘=on 

1301 






49 

90 



49 

90 



30 

139.5 




1 


3fy 

93 



36! 

1 

93 

[ 



Check Register Showing Payroll Checks 


PAYROLL BANK If a business has a large number of employees, 

vo^HEfifNG likely to use a special pajTolI bank 

THE PAYROLL account. Only paychecks are drawn against 

this fund. Just before the paychecks are issued, one check in the 
exact amount of <he total net pajTolI is dranm on the general bank 
account in favor of the pajToll account and is deposited in the latter 
account. This means that there will be but one entrj^ in the check 
register for each pay period. 

This procedui-e relieves the e.xecutives who must sign all regular 
checks from the task of signing the paychecks. That dutj' will probably 
fall to the paymaster. Large organizations vlth many employees often 
have their paychecks signed by some mechanical means. 

If the business uses a voucher system to control its cash disburse- 
ments, a voucher must be prepared each time money is transferred 
from the general bank account to the pa}Toll bank account. There 
would not be a separate voucher for each paycheck. 

On pages 303 to 307 an example is presented that illustrates, among 
otlier things, the use of the voucher system in connection vith pa\Toll 
accounting. Some of the entries shown in the e.xample are in sumraarj^ 
form. It should be noted, however, that when the voucher system is 
used, there are three steps and thus three entiies required for eac/i 
regular payToll (not including the eventual disposition of the pa\Toll 
deductions). First the pajToll is prepared and recorded. This gives 
rise to a credit to the accrued pajToll account in the amount of the 
total net pay of the workers. Next a voucher for the latter amount is 
prepared and recorded in the voucher register. This transforms 
Accrued Payroll into Vouchers Payable. Finally a record of the pay- 
ment of the voucher is made in the check register. 
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\Vhen the vanous taxes and liabilities resulting from payroll deduc- 
tions are to be paid, individual voudiers will be prepared. These will 
be paid by checks dravra on the general bank account. 

EMPLOYEE’S Most buanesses find it necessary to keep a 

EARNINGS RECORD record of the earnings, time worked, deduc- 
tions, etc., for each employee. Sudi records are needed; 

(1) In the preparation of returns and reports required under both the 
Federal and the state socisl security laws. 

(2) In the preparation of returns submitted to the Federal Treasury 
Department concerning earnings and income tax withholdings 


EMPL01 



Jolinaon Peter 
16 Elm Street 


Pbone Main 0123 


Mamed 

Number of 


nale 

femgle N 

bxemptiooA 1 

Pay 

Basis $72 00 per Pay Week> Mo 

lupition 

Buokkecper 
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(3) In the preparation of statements for each employee showing earnings 
and withholdings. 

(4) To determine when the earnings of the employee reach §3,000 each 
year. 

(5) In cases of disputes concerning earnings, withholdings, and paychecks, 
or in the event of retroactive pay adjustments. 

(6) In cases where questions arise in connection with the Wages and 
Hours Law. 

(7) To determine the rights of the employee in regard to bonuses, vacation 
pay, sick leave, and retirement or pension allowances. 

(8) For use in making various statistical studies and analyses. 

ARMINGS RECORD 


Soc. Sec. No. .524-05-4968 
Date Emplojed Jan 19, 1948 
Age 30 

Date Becomes 65 Jan. 4, 1983 


Clock No. 106 
Dept or 

Place of Office 
Work 


Equivalent Hour Rato $1 SO 




PAID 

CROSS CA 
YZJ 
TO D. 


FEOCRAL 

INCOME 

TAX 

UNION 

DUES 

BOND 

1 

OTHER j 

total 

NET 

AMOUNT 

CHECK 

NO 

72 00 

! 

! 

72 

9 00 

25 



9 97 

62 03 

506 

72 

72 00 

72 

9 00 

25 



9 97 

62 03 

521 

144 

72 00 

.72 

9 00 

25 



9 97 

62 03 

532 

216 

72 00 

.72 

9 00 

25 



9 97 

62 03 

543 

288 

88 20 

88 

11.40 

25 



12 53 

75 67 

559 

376 

72 00 

72 

9.00 

25 



9 97 

62 03 

571 

448 


.72 

9 00 

25 



9 97 

62 03 

583 

520 


72 

9 00 

25 



9 97 

62 03 

595 

592 


77 

9 60 

25 



10 62 

66 78 

60S 

669 

82 SO 

83 

10 50 

25 



11 58 

71 22 

621 

752 

752 40 j 

7 52 

94 50 

2 50 



104 52 

647. SS 1 

1 




S3 

10 50 

25 


1 

1 

11 58 

71 22 

635 

835 

nwil 

77 

9 60 

25 



10 62 

66 /S 1 

648 

912 

72 00 

72 

9 00 

25 



9 97 

62 03 

660 

984 


72 

0 00 

25 

3 75 


13 72 

58.28 i 

672 

1,056 

72 00 



25 

3.75 


13 00 

! 59 00 

" 1-169 

3,537 

72 00 


9 00 

25 

3.75 


13 00 

! 59 00 

1431 

3 600 

72 00 



25 

3.75 


13 00 

59 00 

1498 

3,681 

990.00 

3 20 

12.3 60 

3 25 

48 75 

S 60 

187 40 

802 60 



,681 90 

30 00 

462 30 

12.25 

135 00 

S 60 

648 15 

3,033 75 




Iccord for a Year 
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The form of these records -vanK but all types show essentially the 
same information A typical employee s earnings record is shoun on 
pages 298 and 299 The information required is secured either from the 
payToIls or from the cards memos or records that are used to prepare 
the payrolls A feature of many of the commercial payroll systems 
nhieh use special forms and often special purpose machines is an 
arrangement thereby information can be entered on the payroll sheets 
and on the emplojees earnings records simultaneously Sometimes 
the paj checks are made out m the same operation 

EMPLOYERS’ The payTolI taxes previouslj discussed were 

PAYROLL TAXES imposed Upon the employees The employer 

was concerned with them because it was his obligation under the laws 
to withhold them from the workers pay and to remit them to the 
go\ernment The taxes to be discussed in the following sections are 
borne by employ ers 

Federal Old Age Benefit Tax Employers also are requu’ed to con 
tnbute to the old age insurance phase of the federal social secunty 
program Their contribution is exactly the same as that required of 
employees 1 per cent of the gross earnings paid to each employee up 
to $3 000 each y ear The types of exempt employment are the same 
The taxes must be paid at the same time that the portion ivithheld 
from the employees is remitted Each quarterly report or return 
co\ers the contributions of both employer and employee 

Federal Unemployment Compensation Tax Unemployment in 
surance is a major feature of the national social secunty program Its 
purposes are (1) to give some relief to those who become unemployed 
as a result of economic forces outside of their control and (2) to en 
courage full employnnent To finance the administration of the pro 
gram all employers covered by the law are subject to a federal tax of 
3 per cent on the first $3 000 paid to every affected employee dunng a 
-h ■ifi 'op *ix, 'ifb -im uctA. 'jA ■jvW/yw.t. f/K 

unemployment compensation taxes paid by the employer under state 
law s 'WTien an employ er is subject to a tax of 2 7 per cent or more 
under state unemploynnent legislation the federal tax rate paid is 3 
of 1 per cent No part of the federal unemployment compensation 
tax IS levned on the employee 

The number of employers covered by this federal law is not so 
large as under the old age and survivors insurance section of the social 
secimty program Only employers of eight or more persons are subject 
to the federal unemployment compensation law and tax Some types 
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of employment are not included. The exempted types are generally 
the same as those under the old-age and sundvors’ insui-ance progi-am. 
It should be noted that these statements appljr to the federal law. The 
state laws vary as to requirements and coverage. 

Each employer subject to the fedei’al law must file a return and 
pay the tax mthin a month after the end of the calendar year. 

State Uneynployment Coynpensation Tax. The amounts raised by the 
federal tax discussed in the preceding section are given to the states 
to administer their unemployment compensation plans. Money paid 
to unemployed persons who qualify for benefits comes from the state 
tax leided upon the employers, based upon the earnings of employees. 
A very few states require employee contributions. The various state 
laws differ with respect to the tjTies of covered employment and the 
number of woi’kers an employer must have befoi’e the tax is applicable. 
In no case is the required number of workers gi-eatei' than eight; in 
several states it is one. 

The state taxes all have the same base: the first $3,000 paid to each 
covered employee on account of his earnings in that state. The tax 
rates are not uniform among the states. In general, however, they 
range up to 2.7 per cent. In a few states the upper limit is higher. 
Most of the states have merit-rating plans under which employers who 
provide steady employment for their workers and have a low turnover 
of employees eai’n a rating that reduces the tax rate. The state laws 
vary with respect to the type and the number of reports or returns 
that the employers must file. In general, employers must file a tax 
return and pay their tax in the month following each calendar quarter. 
In the illustrations that follow it vill be assumed that the state tax 
rate is 2.7 per cent, that no contribution is required of employees, and 
that the employers’ ta.xes must be remitted quarterly. 


EMPLOYER’S SOCIAL It has already been noted that the employees’ 
THE^Ac^ouNTS^ share of the old-age insurance tax is accumu- 

lated in a liabilitj’' account during each 
quarter, to be reduced at the end of the quarter when the tax is re- 
mitted to the government. The record of the employer's share of the 
social security taxes should be made at the same time that the record 
is made of the payroll to whicli they relate. The liability of the em- 
ployer for old-age insurance tax may be recorded in the account 
Federal Old-Age Benefit Tax Payable that is alread}' credited with 
the employees’ tax. In addition, it is necessary to have accounts with 
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Federal Unemplo 3 rment Tax Payable atid State Unemployment Tax 
Payable in which to record these tax liabilities 

There is a difference of opiraon as to the accounts that should be 
debited for the amount of ttie employer s taxes Some accountants 
charge them onginally to the wage and salary accounts, since the taxes 
have such a direct relation to the gross earnings Many accountants 
charge the taxes to an account entitled Social Security Taxes At the 
end of the period this account can be closed into the wage and salary 
accounts or its balance may be closed directly to the profit and loss 
summary account 

The entry to record the employer’s social secimty taxes on the 
$364 ($546 80 — $182 80— $364) subject to tax on the payroll illustrated 
on pages 294 and 295 would be as follows 


Oct 30 Social Secunty Taxes 14 66 

Federal Old Age Benefit Tax Payable 3 64 

State Unemployment Tax Payable 9 83 

Federal Unemployment Tax Payable 1 09 


To record employer s social security taxes 
on the taxable gross earnings of employees 
for the week ended October 30 1948 

Some accountants would prefer to combine the entry above with 
the entry shown on page 296 In this way all charges and liabilities 
relating to the payroll would be recorded in one entry 

The federal old-age benefit tax (both the employer’s and the 
employees’ share) and the state unemployment compensation tax 
must be paid within a month after the close of each calendar quarter 
The federal unemployment compensation tax must be paid no later 
than January 31 of the next year Social secunty taxes, as well as 
income taxes withheld, relate to wages paid during a particular quarter 
or year 

It is to be expected that the various social secunty tax and income 
tax rates may change It is not impossible that the requirements as to 
the time of filing and the form of reports may be altered It is highly 
unhkely, however, that either the social secunty program or the 
federal personal income tax — including the withholding feature — 
will ever be abandoned These two thmgs appear to be permanent 
features of the economic system 


PAYROLL ADJUST- If the end of a fiscal penod does not coincide 

ThThsAVp” RIOD of =» ‘‘ 'f 

necessary to make an entry to record tne 
charges and the credits that rdate to the earnings dunng the current 
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incomplete pay period. Not only should the accrued wages and 
salaries be taken into account, but the entry should include the em- 
ployer’s social security taxes connected with those earnings. 

For example, suppose that it is December 31, the end of the fiscal 
period. The last weekly pay period ended December 28. Investigation 
and analysis disclose that, since that date, office salaries in the amount 
of $100 and sales salaries in the amount of $200 have been earned. In 
no case has the salar>^ of any employee yet reached $3,000. The entry 
to adjust would be as follows: 


Dec. 31 Office Salaries 100.00 

Sales Salaries 200.00 

Social Security Taxes 12.00 

Federal Old-Age Benefit Tax Payable .... 6.00 

State Unemployment Tax Payable 8 10 

Federal Unemployment Tax Payable .... .90 

Accrued Payroll . .. 297.00 


To record salary and social security tax 
accruals for the period December 29-31. 

In order not to disturb or disrupt the usual procedure that is 
followed and the customar}’' entries that are made at the close of each 
regular pay period, a reversing entry should be made as of January 1, 
vdth the debits and the credits in the adjusting entri^- exactly reversed. 

It should be pointed out that the accounts before adjusting may 
already reflect the accrued wages and other liabilities of the last 
completed pay period. It is possible that the last regular pa 3 Toll has 
been completed and recorded but not j’-et vouchered and paid. The 
entiy above, however, records the charges and the liabilities relating 
to the current incomplete paj'’ period. 

ACCOUNTING FOR The example that follows is presented to 
PAYROLL ILLUSTRATED several of the features of pajToll 

accounting that have been discussed in the preceding pages. 

The Acme Companj’’ began business on Monda\', December 2. It 
formallj’- closes its books on December 31. The work week consists of 
five daj's, and a pajToll is prepared for each week. Each Tuesday the 
paj'checks covering the eaniings for the week ended the preceding 
Friday are distributed. The company utilizes a special pajToll bank 
account and uses the voucher sj’-stem. 

The company and all of its emploj'ees are covered by both Federal 
and state social security laws. The state unemployment compensation 
tax rate is 2.7 per cent. 

From h'londaj^ December 2, to Friday, December 27, there were 
fom- full weekly pay periods. A summarj" of these pajTolls is as follows: 
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Dec 6 

Week Ended Friday 
Dec. 13 Dec 20 Dec 27 

Total 

Gross Earnings of; 
Officers 

Salespeople 

Office Workers 


$ 500 
600 
200 

$ 500 
700 
200 

$ 500 

goo 

200 

$ 500 
600 
200 

$2,000 

2,700 

800 

Total 


$1,300 

$1,400 

$1,500 

$1,300 

$5,500 

Deductions 

Federal Old-Age Benefit Tax 
Federal Income Tax 
Premiums on Group Insur- 
ance 

$ 13 

120 

30 

$ 14 

130 

30 

$ 15 

140 

30 

$ 13 

120 

30 

$ 55 
510 

120 

Total 


S 163 

$ 174 

$ 185 

$ 163 

$ 685 

Net Amount of Pay Checks 

$1,137 

$1,226 

$1,315 

$1,137 

$4,815 

Date Paid 


Dec 10 

Dec 17 

Dec 24 

Dec 31 



Earnings for Monday, December 30, and Tuesday, December 31, 
were as follows officers, $200, salespeople, $210; and office workers, 
$90 

December 31 marks the end of a calendar quarter as well as the end 
of a \ ear Accordingl} the proper amounts due through December 27 
because of withholdings from employees and because of payroll taxes 
on the employer must be paid The Acme Company vouchers these 
items and prepares the checks on January 2. 

The entry to record the payroll for the week ended December 6 
was as follow s 


Dec 6 Officers Salanes 500 00 

Sales Salanes 600 00 

Office Salanes 200 00 

Federal Old-Age Benefit Tax Paj able 13 00 

Federal Income Tax Withheld 120 00 

Group Insurance Premiums Payable 30 00 

Accrued Payroll 1,137 00 


To record the p3>ro!l for the week 
ended Fnday, December 6 

The general journal entry to record the employer’s social security 
taxes on this payroll w-as as follotvs: 

Dec 6 Social Secunty Taxes 52 00 

Federal Old-Age Benefit Tax Paj able 13 

State Unemployment Tax Payable on 

Federal Unemployment Tax Pajable 3 90 

To record emplojer’a social secunty taxes 
on the taxable gross earnings of employees 
for the week ended December 6. 
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On December 13, 20, and 27 similar entries were made to record the 
pajTolls and the employer’s taxes for those weeks. 

At the end of each pay week, a voucher in the net amount of the 
week's pa>n'oll was prepared and recorded in the voucher register. The 
payee shown on each voucher and on the check that paid it was ra5TolI 
Bank Account. The checks dravm to pay these vouchers were recorded 
in the check register. They were deposited in the pajToll account each 
week, and the paychecks themselves were drawn against these deposits. 
The entries for all four pajTolls would appear as follows in the voucher 
register and the check register: 


VOUCHER REGISTER 






, PAID 

t 

! 1 


T 

NO 

NAME 


CHECK 

DATE 1 NO 

1 1 

j PAYADLE 

, CR I 

li : i 

PAYROU 

DR 

9 

13 

1 

Payroll Punk Acct 

1 

Piuroll I2'6 

12-10 113 

P 1,137.10 

II 

1,137 

10 

2S 

i Pa\u)ll Bank Acct. 

i 

; Payroll 12^3 

12-17 12S 

1 1,226 10 

1 i 

1,220 

23 

04 

Payroll Dank .Vcct. 

Payroll 12 20 

12-21 ll'.l 

1.313 JojI 

1,315 

30 

j 

[ ' 

1 Payroll Bank Acct. j 

1 Payroll 12/27 

1 12-31 j 200 1 

i i.is-lio^^ 

!i 1 1, 

1,137 



Voucher Register Showing Payroll Entries 






CHECK REGISTER 




i 

NAME OF PAYEE 

CHECK 

NO 

1 1 

VOUCHERS , 
VCHR PAYAOLE 

NO OR 

1 , 

1 PURCHASES ) 

' DISCOUNT 

CR 

FIR5T 
NAT L OA 
CR 

T~ 

10 

r' 

1 

! 

i Tavnill 13:\nk .\cot. 

1 ■ 

113 

1 

13 1,137 00' 

!■ i i 

1,137 

17 

r.Hvroll Bank Acct. 

12S 

2S l,22cjoO 

1 

! 

1,220 

'A 

1 Bajrcill Bank .kcct. 

1 

104 i 

> 1 i 

C4 1 1.31300 

1 1 < 

li 

I 

1,315 

31 

Bay roll B.ank Acct. 

200 

1 1 

100 ' 1,137 10 

1 j 

1 i 

j j 

1,137 



Check Register Showing Payroll Entries 




306 


ACCOUNTING PRINCIPLES 


la 17 


On December 31 the accounts must be adjusted to reflect salary 
and tax accruals for the two working days since the end of the last 
complete pay week The general journal entry to accomplish this 
would be as follows Note that the entry includes the emplojers 
social security taxes 

Dec 31 Officers Salaries 
Sales Salaries 
Office Salanes 
Social Secunty Taxes 
Federal Old Age Benefit Tax Payable 
State Unemployment Tax Payable 
Federal Unemployment Tax Payable 
Accrued PaiToll 

To record salanes and social security 
taxes accrued for December 30 and 31 

As of December 31 the salary and the social security tax expense 
accounts would be closed to the profit and loss summary account by 
the following general journal entry 

Dec 31 Profit and Loss Summary 
Officers Salanes 
Sales Salanes 
Office Salanes 
Social Secunty Taxes 
To close the salaty and social secu 
rity tax accounts 

It should be noted that m place of the foregomg entry, the soaal 
secunty taxes account could have been closed to the salary accounts 
in the proper proportions and these accounts m turn could hate been 
closed to Profit and Loss Summary 

The adjusting entry of December 31 should be reversed after the 
income and the expense accounts are closed By this means the ledger 
accounts will be left in such a condition that the next regular payroll 
can be recorded m the customary fashion tvithout regard to the fact 
that the pay penod overlaps two fiscal periods This reversing entry 
would be as follows 

Jan 1 Federal Old Age Benefit Tax Payable 10 00 

State Unemployment Tax Payable 13 50 

Federal UnemplojTnent Tax Payable 1 50 

Accrued Payroll 49o 00 

Officers Salanes 
Sales Salanes 
Office Salanes 
Social Secunty Taxes 

To reverse the entry that recorded salary 
and social secunty tax accruals as of 
December 31 


200 00 
210 00 
90 00 
20 00 


6 240 00 

2 200 00 
2 910 00 
890 00 
240 00 


200 00 
210 00 
90 00 
20 00 


10 00 
13 50 
1 50 
49o 00 
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Since a calendar quarter has ended, even though this company 
has not been in business that long, the federal old-age benefit tax and 
the state unemployment tax are due by the end of the month. For the 
same reason the federal income tax withheld must be remitted to the 
Collector of Internal Revenue. (If this were any but the last month 
in the quarter, the amount of income tax withheld would have to be 
paid to a government depositary within fifteen days since the withhold- 
ings were in excess of $100.) The federal unemployment tax is also due, 
since a calendar year has ended. The premiums withheld for the 
employees group insurance are assumed to be due at the end of each 
month. The company must prepare the proper retuims to accompany 
the payments in each case. A voucher wmuld be prepared to cover each 
disbursement and would be I'ecorded in the voucher register. A record 
would be made in the check register when the checks are drawn. These 
entries would appear as follows: 


VOUCHER REGISTER 


DATE 

VCHR 

NO 

NAME 

FOR 

PAID 

VCHRS 

PAY 

CR 

Date 

CK 

NO 

an 

I 

100 

Collector of Intern U 









Revenue 

Fed old-ase tax 

1-2 

209 

no 

m 




St ito Treasurer 

State unemployment tax 

1-2 


14=! 



E 

in 

Collector of Internal 







1 


He>enue 

Income tax withheld 

1-2 

211 

510 

i 


1 

II2 

Collector of Internal 









Revenue 

Fed unemployment tax 

1-2 

212 

If. 

50 



in 

Ue*tt In^urtnce Co 

EiDploTce proup m^ur- 









ance 

1-2 

213 

120 

00 


CCNCRAL UCDOER DR 


NAME OF ACCOUNT 


J'wJera! Uenpfit 

Tax Pa>ablc 

Slate UneropJoiment Tax^ 
Pajable 


Pwleral Income Tax jth* 
held 


Federal Uncmploy iiienl 
Tax Pa>ablL 


Group Insurance Prenu- 
urns Payable 


CHECK REGISTER 


DATE 

NAME OF PAYEE 

CHECK 

NO 

VCHR 

NO 

VOUCHERS 

PAYADLE 

OR 

PURCHASES 

DISCOUNT 

CR 

FIRST 

NAT L DAN 

CR 

UI. 2 

Collector of Internil ncNeiuie 

209 

109 

no 

00 



HOC 

2 

State IVcasurcr 

210 

no 

ns 

50 



1 IS; 

2 

Collector of Internal Revenue 

211 

111 

510 

00 



510 ( 

2 

Collector of Internal Rewrue 

212 

112 

IG 

50 



10; 

2 

Be*!! Inwrance Co. 

213 

113 

120 

00 



120 ( 


Voucher and Check Registers Showing Entries for Liabilities 
Arising from Payrolls 
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It should be noted that the several remittances for taxes represent 
the amount of taxes applicable to the salaries actually paid during the 
penod just ended The vanous taxes applicable to the salanes accrued 
on December 31 \vill be included m the payments that will be made at 
the time the next regular returns are filed 

SIMPLIFIED PAYROLL In the preceding illustration it was assumed 
EMPLOYEES nature and the size of the business 

made the use of a voucher system expedient 
It was also assumed that the number of employees was large enough to 
warrant the preparation of formal pa3TolIs and the use of a special 
payroll bank account Many small businesses do not need such elabo 
rate records and procedures 

For example assume the following A business has but three 
employees who are paid on a monthly basis on the last day of each 
month They are paid by regular business checks drawn on the regular 
bank account and their gross earning are all charged to the one account 
Salanes The voucher system is not used 

In such a situation it is not likely that a formal payroll would be 
prepared At the end of each month reference to previous records or 
informal notations will provide the information for the calculation of 
the gross earnings of each person Similar sources will provide all 
necessary data for the determination of the amount of income tax to 
be wthheld in each case It is almost a certainty that some fonn of 
earnings record will be kept for each employee as even the smallest 
businesses need this record to provide the information necessary for 
the preparation of the vanous tax returns and statements Reference 
to this record will disclose whether each emploj ee has yet reached the 
$3 000 limit Other notations will provide information about any 
other deductions 

From such information a check is prepared for each person on the 
last day of the month Regular check forms are used The pay penod 
the gross earnings and the deductions can be noted on the checks 
themselves or on a small slip of paper to be clipped to the check Each 
check is recorded individually as shown m the cash payments journal 
on page 309 The gross amount of the salanes is shown in the Salanes 
Dr column the income tax and old age benefit withholdings are 
shown in the credit columns provided for this purpose and the net 
amount of each check is shown in the First National Bank Cr 
column 
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CASH PAYMENTS] 

DATE 

PAYEE 

FOR 

CHECK 





. 

NO 


May 


D. M. Kvans 

Salao' — M’ay 



31 

UtUli Gordon 

Salar>* — May 

518 



SI 

J. L. Roberts 

Salarj' — May 

otO 



1 JOURNAL 



FEDERAL 1 





1 






j INCOME 1 

F O A C 


1 PURCHASES 

i FIRST 


1 


SAt_ARIES 

TAX 


TAX 


' DISCOUNT 

1 NAT L 


i 


Oft 


V/JTH- 


PAYABLE 

CR 


i BANK 


' 




HELD 


CR 




, CR 


1 




CP 

1 





i 


( 


350 

00 

3j 

.0 

3 

:>o 



i 3N 

ro 

! 


220 

00 

21 

no 

o 

20 



Vi 2 

90 

1 


300 

o 

o 

2S 

30 

3 

00 



1 

SO 

1 


A general journal entry is needed to record the liability foi- the 
employer’s share of the federal old-age benefit tax. In the present 
illustj-ation there would be no federal unemployment insurance tax 
since there are less than eight emploj’-ees. In some states, the employers 
of less than eight persons are subject to a state unemplojunent insur- 
ance tax. It is assumed that such is not the case in the present illustra- 
tion. Accordingl}’’ the entry needed is as follows: 

May 31 Social Security Tax 8 70 

Federal Old-Age Benefit Tax Payable 8.70 

To record employer’s social security tax on 
the taxable gross earnings of employees for 
the month of May. 

Inasmuch as the salaries were paid on a monthly basis on the last 
day of the month, there is no salarj"- accrual to record. '\‘\Tien tax 
returns are prepared and checks are drawm in payment of the various 
taxes, the record of pajnnent would be made in the cash pajments 
joui-nal as debits to the tax liability accounts. 

This simplified procedure can be used in many situations that may 
be a little move complicated than the one illustrated. For e.xample, 
weekly payrolls can be similarly handled, though this will give rise to 
end-of-the-month general journal entiies to record salaries and tax 
accruals. Such entries would be reversed as of the first of the next 
month. Sometimes formal paymolls are prepared, but only for the 
purpose of facilitating the preparation of the paj^checks themselves. 
The fii-st joui-nal record is made in the cash pajnnents journal as 
illustrated. 


QUESTIONS 

1. Peter Smith, who tends a blast furnace at a steel mill, is called a 
"wage earner." Oliver Jones, who works as an accountant for the same 
company, is called a “salaried employee." Apart from the fact that the 
nature of the work they perform is very different, why are the two men 
referred to in these different way's? 
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2 The X Company pa> s tnne-and-one-half rates for all hours worked m 
excess of 40 per week Work on Sunday is paid “double time,” but such 
hours are not counted m figuring ordinary overtime One employee, whose 
regular rate is $1 50 an hour, worked 4 hours on Sunday, 8 hours each day 
Monday through Thursday, 9 hours on Friday, and 5 hours on Saturday 
Calculate his gross earmngs for the week. 

3 Suppose that an employee authorized the withholding from bs pay 
of any amounts due for goods purchased from the company In recording 
the payroll, what account would be credited for such deductions’ 

4 What are the general features and tax rates of the unemployment 
insurance system of your state’ Are employees required to contribute’ 

5 Are the employ er s social secunty taxes always 4% of the grosa 
earmngs of each employee’ Explain 

6 If the payToll illustrated on pages 294 and 295 was to be treated as a 
special journal, which of the money column totals would not be posted’ 
Why’ 

7 (a) What are the advantages of using a special payroll bank account’ 
(b) Is such a procedure facibtated by also employing the voucher system’ 
IVhy’ 

8 Explain how it is possible to have a credit balance in the accrued 
payroll account at the end of the period be/ore any adjustments have been 
recorded 

9 Why should the entry that is made at the end of the fiscal penod to 
adjust for earmngs dunng the current incomplete pay penod be reversed 
at the start of the new fiscal penod’ 

10 Randolph Adams works for a company that closes its books and 
prepares complete statements at the end of each month To and including 
August 29, the end of the last full pay penod, he has earned $2,990 On 
August 30 and 31 he earned $30 Assuming full social secunty tax cover- 
age, what entry would the company make to record the wage and the 
soetsi secunty tsj sccrusi with respect to A^srasl 


PROBLEMS 

1. The Supenor Company has eight employees in its plant They are 
paid on an hourly basis and receive time-and-a-half pay for all hours 
worked in excess of 40 a week The record of time worked for the week 
ending Saturday, October 16, is shown below, together with other relevant 
information; 



Ch. 171 


ACCOUNTING FOR PAYROLLS 


311 


Employee 

Plant 

Dept. 

M 

Hours Worked 
T W Th F 

S 

Straight 
Time per 
Hour 

Bond 

Deduction 

Paid by 
Check 

A 

2 

8 

8 

8 

8 

8 

4 

$1.20 

$ 

618 

B 

2 

0 

0 

0 

8 

8 

4 

1.20 


619 

C 

1 

8 

8 

8 

8 

8 

1 

1.50 

1.25 

620 

D 

2 

8 

8 

8 

8 

8 

4 

1.20 

1.25 

621 

E 

1 

8 

8 

8 

0 

0 

0 

1.50 


622 

F 

2 

8 

8 

0 

8 

8 

4 

1 20 


623 

G 

1 

8 

8 

8 

8 

8 

0 

1 50 

3 . 75 

624 

H 

1 

8 

0 

8 

8 

8 

0 

1 50 


625 


Assume a federal income tax mthholding of 10% for each employee. 
Union dues of 50 cents were deducted for each employee. 

C had been paid $2,980 (gross before deductions) during the year up 
to and including the paycheck for the week previous. G had received 
$3,100 prior to the present week. 

The state unemplo 3 nnent tax rate is 2.7%, 

Instructions: (1) Prepare a payroll similar to that illustrated on pages 294 
and 295. Distribute the charges between Departments 1 and 2. 

(2) Prepare a general journal entry to record the payroll for the week. 
Include the employer’s social security taxes in the entry. 

(3) The company uses a voucher system. Give the entries in general 
journal form to record the vouchering and the payment of the payroll. 

2. The Value Sales Company began business on January 2. All emploj^ees 
are paid once a month. They receive their paychecks on the fourth day 
of each month for their services during the preceding month. A summary 
of the payrolls for the first six months is as follows: 



Adminlstrativb 

Salaries 

Sales 

Salaries 

and 

COMJfISSIONS 

F.O.A.B. 

Tax 

Withheld 

Federal 

Income 

Tax 

Withheld 

Net 

Amount 

Paid 

January 

$500 

$300 

$ 8 

$ 75 

$ 717 

February 

500 

600 

11 

95 

994 

Alarch 

500 

500 

10 

90 

900 

April 

500 

600 

11 

95 

994 

Alay 

.500 

600 

11 

95 

994 

June 

500 

700 

12 

100 

1,088 


The payroll vouchers were prepared and the employees were paid on 
the fourth day of each month. On April 20, payments of the proper 
amounts due in each case were made to the various governmental agencies. 
The company and all the employees are subject to all the social security 
ta.\os. The state unemploj-ment compensation tax rate is 2.7%. The 
company uses the voucher system. 
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Insiruciiom (1) Prepare the entries in general journal form to reco^ 
m order 

(a) The pajTolls including the emplojers social secuntj taxes. 
Hake onl> quarterij summannng entries as of llareh 31 and 
June 30 

(b) The wage pajments dunng the first six months Hake oalj 
quarterlj summanzingentnes as of March 31 and June SO 

(c) The paMnents in April of the \anous taxes 

(2) Open T accounts for the following Accrued Payroll Federal 
Old Age Benefit Tax Pajable State Unemplojment Tax Payable Federal 
Unemployment Tax Paj able and Federal Income Tax Withbeli Post to 
these accounts 

(3) Bneflj explain what the credit balance os 0/ tf «nc 50 in each T account 
represents ^hen w*iU each of these liabilities next be reduced and by what 
amount** 

(4) If the company were to close its bookii at the end of each month or 
each quarter would anj adjusting entries be needed wuth regard to salanes’ 
Explain 

3 The Melrose holesale Companj emplojs eig)it people Foiu" receive 
straight weekly salaries and four are €mplo>ed on an bourlj basis with 
time-and a half pav for any houj? in excess of 40 a week The following 
table shows the name and the number of the employees the classification 
ol salaries the hours worked the rale of pay, and the income tax with 
holding for the week ended Apnl 20 


Vo 

Najie 

SaIapy 

Classifi 

CATIOS 

Total 

Hours 

Regtjlar 

Hourly 

Rate 

TtEEKLY 

Rate 

Is COME 

Tax 

With 

HOLDING 

1 

Paul Miller 

Officer 



$100 

$12 00 

2 

Jack Ferguson 

Officer 



90 

10 00 

3 

Charles I\ey 

Sales 



80 

8 40 

4 

Laurence Adair 

Sales 



70 

6 80 

5 

June Beatty 

Office 

40 

$1 00 


5 20 

6 

Rose Kelly 

Office 

48 

1 00 


" 10 

7 

Roland Rners 

Warehouse 

44 

1 20 


- 90 

8 

David Jones 

Warehouse 

44 

1 00 


6 50 


The employer was required to deduct a 1% federal old age benefit 
tax in addition to income tax withholdings The employer was subject to 
all three of the social security taxes (totaling 4%) 

InsirvcUons (1) Prepare a payroll Bimilar m. form to the one on pages 291 
and 295 and record the abo^e information (Decide in ad\ance exactly what 
columns you will need ) Checks numbered 1031 1028 were issued 

(2) Make a journal entry to record the payroll and the employ er s pa-vToll 
taxes 

(3) Record the payroll checks in a check register like the one on pag® 



CHAPTER XVIII 

ACCOUNTING FOR TAXES 


TAXES AND Accounting and taxes are related in two 

ACCOUNTING respects: (1) Any taxes connected mth the 

property and the operations of a business must be properly recorded 
in the accounts and reported in the financial statements. (2) The 
amount of the liability for many taxes is determined from information 
supplied by the accounting records. Outstanding examples of this 
type are income taxes, payroll taxes, and sales taxes. 


NATURE OF TAXES A tax is a requhed contiibution to the sup- 
port of a government or a governmental 
agency. Most taxes are levied in accordance with what is termed the 
"ability to pay” principle. There usually is no relationship between 
the amount a taxpayer must contribute and the benefits he receives. 

As the scope of governmental activities has expanded, the need 
for revenue has grown. The result is that there are taxes imposed at 
almost every step in the economic activity of the nation. There are 
taxes imposed upon the ownership of property and other taxes con- 
nected with its purchase and sale or exchange. There are taxes on the 
processing and manufacture of certain products. The income of 
individuals, estates, trusts, and corporations is taxed. The transfer 
of property by gift and at death is taxed. 

The particular taxes vdth which each business undeiinking is 
concerned depend, in part, upon the location of the business, the 
foi-m of its organization, the natui'e of its operations, and the types 
of property it uses. There are four types of taxes, however, that 
affect almost eveiy business. These are (1) income taxes, (2) properU^ 
taxes, (3) sales taxes, and (4) payroll taxes. PajToll taxes were dis- 
cussed in the preceding chapter. Income, property’-, and sales taxes 
will be ti-eated in this chapter. Since the subject of corporations is 
not introduced until Chapter XXI, the discussion of income taxes 
is here limited to a survey of the principal featui'es of the federal tax 
on the income of individuals. 


FEDERAL TAX ON The Sixteenth Amendment to the Federal 
ih«5iv?DUALS°'^ Constitution (ratified in 1913) gave Confess 

the power to tax incomes. Since that time, 
a succession of laws has been passed imposing ta.xes on the incomes 
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of individuals, estates, trusts, and corporations. The tax on the in- 
come of individuals is the iar^st single source of revenue for the 
federal government Each year some fifty million persons must file 
income tax returns. Most of them have to pay some tax. Collectively, 
they contnbute billions of dollars to the federal treasury. 


GROSS INCOME An income tax return must be filed by ever} 

person whose gross income for the taxable 
year is in excess of the minimum amount stated in the law. All in- 
come must be reported, with the exception of certain types that the 
law specifically exempts. Following b a table showing the principal 
items that must be reported as well as those that may be omitted 


Examples of I^C0ME That 
Must Be Reported 
Wages, salaries, bonuses, and com- 
missions 

Tips and gratuities for services ren- 
dered 

Dividends and interest 
Industrial, civil service, and other 
pensions, and endowments (an- 
nuities may be partially exempt) 
Rents and royalties 
Profits from a business or a pro- 
fession 

Profit from the sale of real estate, 
securities, and other property 
The taxpayer’s share of partnership 
profits 

The taxpayer’s share of estate or 
trust income 
Contest prizes 
Gambling winnings 


Examples of Income That 
Need Not Be Reported 
Pensions and disability compensation 
to war veterans and their familiea 
Federal and state social secunty 
benefits 

Gifts, inheritances, and bequests 
Workmens’ compensation, insurance 
damages, etc., for bodily injury or 
sickness 

Life insurance proceeds paid upon 
death 

Interest on state and municipal bonds 
and on certain federal bonds issued 
before March 1, 1941 


BUSINESS INCOME jt is important to note that the income of a 

business, as such, is not taxed imless the 
business is organized as a corporation. In that case, the income is 
subject to the corporation income tax. 

An unincorporated business is considered as a separate entity for 
accounting purposes, but the busmess and its owner are not separate 
under the income tax law. The profit or the loss of a sole proprietorship 
IS reported m the personal income tax return of the proprietor. Business 
partnerships must file special income tax returns, but they pay no 
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income tax; instead, each partner must report his share of the profit 
01’ the loss of the firm in his personal income tax return. It makes no 
difference whether a proprietor or a partner has ivithdi’awn all, part, 
or none of the profit. He must report his distributive share of the income 
of the business; the amount actually distributed is of no consequence. 

The indiiddual income tax return forms provided by the govern- 
ment have spaces in which the taxpa3'er can show the income and the 
expenses of his business and his share of any partnership profits or 
losses. 


DEDUCTIONS FROM The amount of the tax each indmdual must 
GROSS INCOME depends upon the amount of his gi'oss in- 

come, the deductions he may take, the number of exemptions to which 
he is entitled, and the tax rates currently in force. The deductions 
allowed by the law are of two tjqies: ( 1 ) deductions to detennine 
what is called adjusted gross income and ( 2 ) pemonal deductions. The 
categoiy in which the deduction is allowed makes a difference, because 
it is permissible to use a so-called optional standard deduction instead 
of taking the pemonal deductions. This sometimes serves to reduce the 
tax. 


The first class of deductions includes ordinaiy and necessary ex- 
penses directly connected with the taxpayer’s business or profession. 
Cost of sales, salaries and w^ages, employer’s social secmity taxes, 
property taxes, depreciation, utilities, insurance, advertising, and 
interest on business indebtedness are examples of this tj'pe of deduc- 
tion. Costs and expenses of this tjqie are itemized and deducted in 
arriving at the amount of net profit or loss from the taxpayer’s busi- 
ness or profession. Certain other expenses incurred in connection wdth 
income-producing actiidties of the taxpayer are also included in this 
group. 

A taxpaj’^er maj- have some expenses that are onlj’^ partially de- 
ductible as business expenses. For example, a sales agent may use his 
car two thirds of the time for business purposes. That poiinon of all 
his car expenses — gas, oil, grease, repaiin, taxes, insurance, deprecia- 
tion, etc. — is a legitimate deduction in computing adjusted gross 
income. Employees may deduct travel expenses incurred wdiile away 
from home in connection with their work; but they must include any 
reimbui'sement of these expenses in their gi'oss income. Gross income 
less this firet class of deductions equals adjusted gross income. 

The most important items in the second class of deductions are 
as follow's: 
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Contributions to religious, chantable, educational, scientific, or literary 
organizations if they are not organized for profit or for the purpose 
of influencing legislation The deduction is limited to 15 per cent of 
adjusted gross income 
Interest 
Property taxes 
State income taxes 
State or local retail sales taxes 
Auto license fees 
Poll taxes 

State gasoline taxes m most states The federal excise taxes on lux- 
uries, the employee’s federal old-age benefit tax, and federal income 
taxes are the principal types of taxes that may noi be deducted 
Nonbusiness losses (not covered by insurance) ansmg from fire, storm, 
shipwreck, or other casualty or from theft 
Medical, dental, and hospital expenses in excess of 5 per cent of ad- 
justed gross income 

If the total of these deductions is not so large as the optional 
standard deduction, the taxpayer may use the latter. It amounts to 
10 per cent of adjusted gross income or $1,000, whichever is the smaller. 

Adjusted gross income less personal deductions (or the optional 
standard deduction) equals nel income 

EXEMPTIONS As one means of adjusting the burden of 

taxation to the economic responsibilities of 
the taxpayers, the law allows certain exemption credits. In recent 
years the value of each exemption has been $600, though it is not 
unlikely that this amount may be changed Each taxpayer may 
have one exemption for himself He may have another exemption 
for his spouse if she has no income and is not the dependent of another. 
If husband and wfe file a joint return (a return covenng the income 
of both), they may take two exemptions A taxpayer may take one 
exemption for each dependent A dependent is a person (1) ^related 
to the taxpayer (generally not distant relatives), (2) having gross 
income of less that $500, and (3) receiving over one half his support 
dunng the year from the taxpayer 

Beginning with 1948, a taxpayer and his spouse may each claim 
an extra exemption for blindness, and another if he or she is over 65 
years of age Thus, if both a taxpayer and his wife are over 65 and 
both are blind, they may take a total of six exemptions. The extra 
exemptions for blmdness and old age do not apply to dependents 
The amount of income to whidi the tax rates apply is net income 
less the sum of the exemption credits. 

Gross income, deductions, and exemptions may be summarized as 
follows: 
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Gross income — business deduc- 
tions = adjusted gross income 

Adjusted gross income — personal 
deductions (or an optional stand- 
ard deduction) = net income 

Net income — exemption credits = amount to which tax rates 

are applied 

For the convenience of taxpayers who have adjusted gross incomes 
of less than $5,000 and who do not want to itemize their personal 
deductions, the government has prepared tax tables that provide for 
optional standard deductions. The table shows the tax for any amount 
of adjusted gi’oss income (up to $5,000) for any number of e.xemptions. 

ACCRUAL AND For tax purposes, income may be calculated 

CASH BASIS either the accrual basis or the cash basis 

except where inventories are involved. In that case an accrual basis 
is mandatory as to inventoiies; that is, beginning and ending in- 
ventories must be taken into consideration in computing cost of 
goods sold. IVhen the accrual method or basis is used, income is 
included in the period in which it is earned and expenses are deducted 
in the period in which they are incurred. Entirely apart from tax 
considerations, this method is considered to be the proper way of 
calculating the periodic income of most business enterprises. 

When the cash basis is used, income is recognized in the period 
in which it is received and expenses are taken in the period in which 
they are paid. On this basis the receipt of income may be either actual 
or constructive. Constructive receipt means that the income was 
available to the taxpayer though not yet collected. Interest credited 
to the taxpayer’s savings account is an e.xample. A taxpa 3 'er using 
the cash basis cannot deduct the entire cost of long-lived assets in 
the year of purchase but may, instead, take a deduction for deprecia- 
tion each j^ear. 

The cash basis is used by most individuals. WTien a taxpaj-er’s 
entire income is from such things as wages, salaries, dividends, and 
interest, this basis is simpler and is generally sati.sfactorj'. A tax- 
paj'er may not shift from one basis to the other without official per- 
mission. 


CAPITAL GAINS 
AND LOSSES 


In nearly everv^ case a taxpaj'er must include 
in his taxable income all gains he has i-ealized 
upon the sale (and, often, the e.xchange) of any of his propertj'. It 
does not matter whether the property has been used in his trade or 
business or for some other purpose. A gain on the sale of the tax- 
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pajer s personal residence or car must be included Losses from the 
sale of business property or property that was used in connection with 
some profit-seeking venture are usually deductible Losses from the 
sales and the exchange of other property are not generally recognized 

The amount of the gains or the losses from the sale of what are 
legall> defined as capital assets are sub3ect to special treatment The 
law states that a capital asset is any property owned by a taxpajer 
except 

(1) The property that constitutes the stock m trade of the taxpayer 

(2) Depreciable property used in the taxpayer s trade or business 

(3) Land and other real property used in the taxpayer s trade or business 

(4) Non interest bearing goiernment obligations issued on a discount 
basis and maturing mthin one year 

Shares of stock, bonds, and land m the possession of most tax 
pajers are important examples of capital assets Gams and losses 
from their sale are classified as between long term and short term 
capital gains and losses The distinction rests on the length of time 
the assets were owned For seteral >ears the dividing line has been 
SIX months It is not impossible that this maj be changed Until 
that occurs a short-term capital gam or loss is considered to arise 
from the sale of capital assets held for not more than six months A 
holding period m excess of six months gives nse to a long-term capital 
gam or loss 

Only 50 per cent of long-term capital gams and losses are taken 
mto account for tax purposes but 100 per cent of short-term capital 
gams and losses are recognized There is a limit upon the amount of 
anj net capital loss that ma> be deducted each jear Any such losses 
in excess of the limit maj be earned foniard and possibly absorbed 
m the next fi\e jears While a taxpayer’s personal residence falls 
within the definition of a capital asset, it is only so treated m the 
e\ent of a gam upon its sale or exchange, there is no deduction per 
nutted m the e\ent of a loss 

The maximum tax on long terra capital gams is 50 per cent of 
the gam recognized, in other words, 25 per cent of the entire capital 
gain Whenex er the combined normal tax and surtax on any portion 
of the taxpayer's income is in excess of 50 per cent he should take 
advantage of this pro\nsion in computing the tax on any long term 
capital gam 

INCOME TAX RATES The taxable net income of each individual 
IS subject to both a normal tax and a surtax 
At one time these rates apphed to different bases m almost e%er> 
case Certam ty^ies of income were subject to the surtax only. This 
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is stOI true, but to a very limited extent. At the present time all of 
the net income of most taxpayers is subject to both ta.xes. For that 
reason the government provides combined normal tax and surtax 
rate schedules to meet the needs of the majoritj^ of taxpayers. 

A major characteristic of the income tax rates is their progressive 
nature. The rates are estabhshed on a bracketed basis; successive 
segments of income are subject to increasing percentages of tax. 
Following is a short table of hypothetical rates, presented in a form 
that illustrates the progressive feature: 

First $2,000 of taxable income subject to a rate of 17%. 

Next $2,000 of taxable income subj'ect to a rate of 19%. 

Next $2,000 of taxable income subject to a rate of 2-3%. 

Next $2,000 of ta.xable income subject to a rate of 27%. 

Next $2,000 of taxable income subject to a rate of 32%. 

Etc. 

At these assumed rates, the tax on an income of .$:3,000 Cnet after 
all deductions and exemption credits) would be as follows: 

$2,000 at 17% = $340 

$1,000 at 19% = 190 

Total $530 


The schedule of rates is frequently changed by Congress, but the 
progressive characteristic is a permanent feature of the income tax 
system. The progressive featiu'e, similar to the exemption protnsions, 
is a practical application of the "ability to pay” principle. 

Beginning with 1948, husbands and wives who file joint rettUTis 
(including all of the income, deductions, and exemptions of both) 
can calculate their tax as twice the amount of the tax on one half of 
their combined net income. This may result in a considerable tax 
saving. It should be apparent that the tax on a $10,000 income is 
considerably more than the sum of the taxes on two incomes of $-5,000 
each. This provision was enacted to give all married ta.xpayers the 
same tax advantage as that previously enjoyed by married residents 
of the few’ states that have community property laws. 

TAX RETURNS; Every indiiidual who has a gross income in 

PAYMENT e.xcess of the minimum stated in the law’ 

must file a tax return. This is true even though he may not have to 
pay any tax. The first time a ta.xpayer who keeps records files a return, 
he may choose any twelve-month period ending on the last day of a 
month for his fiscal year, hlost indmdual ta.xpayers choose the calen- 
dar year. The period chosen cannot be changed without permission 
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from the government A taxpayer who keeps no records must file on a 
calendar year basis The return must be filed vithm two and one- 
half months after the end of the taxpayer's fiscal year Any balance 
due must be paid at that time A taxpayer whose income has been 
subject to tax withholding or who has been making payments on his 
estimated tax may find he has no more to pay, but he must file a 
final return He may discover that his tax has been overpaid In 
that case, he may either ask for a refund or instruct the government 
to apply the credit against his tax liability for the next year 

In 1943 the tax law was changed to put individual taxpayers on 
a “pay-as-you-go” basis The manner m which emplojers must with 
hold the tax from wages paid to their employees was discussed m 
Chapter XVII Any taxpayer whose income is not subject to with 
holding, or only partially so or a person whose income is fairly large 
(even if it is subject to withholding) must file a Declaration of Esfi 
mated Tax dunng the year and must make payments on his anticipated 
tax liability The law sets forth the conditions that make this nec 
essary There is provision for installment payments in most cases 
Owners of businesses, professional people, taxpayers with salanes 
over certain minimum amounts, and persons with investment incomes 
must follow this procedure They must, of course, file a final return 
at the proper time and pa> any balance due or indicate the disposition 
of any overpayment 


INDIVIDUAL INCOME To illustrate the determination of the income 
ILLUSTRATED^ individual taxpayer, the following 

facts are assumed 

W W Reed owns and operates a drugstore He also owns an 
apartment house in a nearby town He is married and has three 
children Neither Mrs Re^ nor the children have any income 
Mr and Mrs Reed are under 65 years of age and neither is blind 
Mr Reed's income for the year was as follows 


Net profit from business owned $20 000 

{Sales were $110,000 cost of sales, $64,000 and other ex- 
penses of the business, including selling expenses, adminis- 
trative expenses, depreaation of building, furniture, and 
delivery equipment, interest on notes payable, taxes on 
business property, and payroll taxes, were $26,000 ) 

Net income from apartment house 2,000 

(Rents totaled $4,000 Taxes, insurance, repairs and ex- 
penses of tnps to look after the property were $1,100 The 
onginal cost of the building was $30 OOO, and the estimated 
depreciation was $900 ) 
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Interest on bank deposits $ 400 

Dividends received 500 

Profit on sale of land , 4,000 

(Land was sold for $16,000,* it had been purchased several 
years before for $12,000.) 

Insurance proceeds received 10,000 

(Policy was on life of taxpayer’s mother who died during 
the year.) 

His personal expenses during the year were as follows: 

Interest payments on personal loans $ 700 

Property taxes on residence 200 


Federal income taxes paid during year on Declaration of 

Estimated Tax filed early in year. 4,000 

State income taxes paid 100 

Contributions to church. Community Chest, Red Cross, Boy 
Scouts of America 700 

Fire loss at home 500 

(Damage amounted to $3,000; insurance company paid 
$2,500.) 

Family medical expenses 400 

Other personal and family expenses 12,000 


Mr. Reed will report the following income, deductions, and credits: 


Income 

Gross income less deductions for adjusted gross income; 

Net profit from business $20,000 

Net income from apartment house 2,000 

Interest on bank deposits 400 

Dividends received . 500 

Profit from sale of land (50% of capital gain of $4,000) 2,000 


Adjusted gross income 


$24,900 


Personal Deductions 

Interest on personal loans $700 

Property taxes on residence 200 

State income taxes paid . 100 

Contributions 700 

Fire loss 500 


Total 


2,200 


Net income $22,700 

I.«ss: 5 exemptions at $600 each 3,000 

Net income subject to tax rates $19,700 
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Using the hypothetical rates shown on page 319, the tax liability 
would be calculated as follows 


Net income subject to tax (as above) 

$19 700 

One half of this amount 

$ 9 8o0 

Tax on $9 8a0 


$2 000 at 17% 

$340 

2 000 at 19% 

380 

2 000 at 23% 

460 

2 000 at 27% 

540 

1 850 at 32% 

592 $ 2 312 


Total tax (2 x $2 312) $ 4 624 

Tax payments dunng jear based on Declaration of Estimated 
Tax 4 000 


Balance due (to accompany final joint return) $ S24 

Several points should be noted in this illustration The first is 
that the items of income are shown net of the deductions for adjusted 
gross income On the tax return both the gross income and the deduc 
tions would appear in the proper schedules Since the sale of the land 
resulted in a long term capital gain only 50 per cent of the profit 
IS taken into account In order to be certain that he was not paying 
more than necessary Mr Reed would calculate his tax by the so 
called alternative method wherein the liability is calculated on the 
net income minus any net long term capital gam To the amount 
of this partial tax 50 per cent of the recognized net long term gain is 
added (50 per cent of $2 000 in this case ) Calculated in this manner 
Mr Reed s tax w ould be $4 984 Since the regular computation gives 
the low er tax it is the one that is used 

The insurance proceeds from the policy on Mr Reed s deceased 
mother are not income Since the contributions were not m excess 
of 15 per cent of the adjusted gross income they are fully deductible 
Only medical and dental expenses in excess of 5 per cent of adjusted 
gross income may be deducted This limit was not reached in this 
case Personal and family expenses are not deductible Since the 
optional standard deduction cannot exceed $1 000 Mr Reed reduces 
his tax by itemizing his personal deductions 

The Reeds have a much smaller tax as a result of filing a joint 
return than they would if they filed separate returns It should be 
noted that the amount of the tax is exactly twice the tax on one half 
of the net income subject to the tax rates 
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RECO^DS^^^ Most individuals do not find it necessary 

to keep formal journals and ledgers relating 
to their personal financial affairs. It is apparent, however, that each 
taxpayer should keep i-ecoi'ds that are sufficient to enable him to 
prepare his tax retui-ns. It is wise to keep a copj' of all returns sub- 
mitted. A i-ecord of all tax withholdings and payments should be 
retained. The burden of proof as to the accuracy of income tax calcula- 
tions and the pajmients that have been made is upon the ta.xpayer. 

Since the income of unincoi-porated businesses, as such, is not 
taxed, it is not usual to find any account for income tax expense in 
their ledgers. It is reasonable to consider that at least part of the 
tax should be charged to the operations of the business if its profit is 
a cause of some or all of the tax the owner must pay. It is very dif- 
ficult, however, to apportion income taxes because of the progressive 
nature of such taxes and the fact that their calculation involves the 
various personal factors that have been discussed. If the owner should 
pay his tax by checks drawn on the business bank account, the trans- 
actions are recorded simply as personal withdrawals by the proprietor. 


NATURE OF 
PROPERTY TAXES 


Propert)’ taxes are a principal soui’ce of 
revenue for local governmental units. Coun- 


ties, cities, and school districts, for example, secure most, and in 


some cases all, of their funds by imposing ta.xes upon the owners of 


property. Some state goveinments tax property. 


Types of Property. In law, all property is either real property or 
personal property. Real property, also called realty or real estate, in- 
cludes land and anything permanently attached to the land. Build- 
ings, trees, fences, sewers, sidewalks, and other improvements to 
land come within the definition of real property. Personal property, also 
termed personalty, includes everjThing else capable of being owned. 


Assessed Value. Property taxes are based upon the assessed value 
of the property, which is detei-mined by the tax assessor. The assessed 
^nlue is generally much less than the fair market value of the property-. 
The assessor will usually decide upon the assessed value of real es- 
tate without reference to any accoimting records that the owner 
may have. Personal property may also be appraised by an assessor, 
or the property owner may declare his property and state its value. 
In the latter case, the accounting records of the ownei- may be helpful. 


Tax Rates. A governmental unit determines its tax rate each year 
by diriding the total amount of money to be raised from the tax 
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by the assessed %alue of att of the property vnthin its jurisdiction 
For example if the assessed value of all of the property m a count} is 
$100 000 000 and the total tax levy that > ear is to be $2 000 000 the 
countv tax rate for the jear will be 20 mills (2 cents) per $1 of assessed 
value $2 000 000 - $100 000 000) A person v, hose property is assessed 
at $30 000 will ha\ e to pay a tax of $600 ( 02 x $30 000) In some 
cases the tax rate for real property is established separately from the 
rate for personal property If this is done the latter is usually lower 
ColUchon of Taxes Most government units have a fiscal vear 
beginnmg July 1 The assessment date is often m the spring Real 
estate and personal property taxes ma> be billed separate!} though 
a taxpa}er having both types of propertv usually receives one state- 
ment covering both levies Very frequently the law provides that 
the tax on real propert} can be paid in two equal installments possibl} 
oO per cent on or before December 1 and the balance on or before 
Apnl 1 of the next }ear Usually the personal property tax must all 
be paid on or before the earlier date If the taxes are not paid on time 
the} become delinquent In this case a penalty charge is added to the 
amount of the tax If the taxes and penalties are not paid within a 
specified number of }ears the property may be seized by the govern 
ment and sold for taxes Property taxes become a hen against the 
propert} usually from the date of assessment imtil they are paid A 
purchaser of property on which the taxes have not been paid acquires 
It subject to the lien or poor claim of the tax collector 

In many cases property is subject to property taxes levied by 
more than one jurisdiction For example all the property located in 
a certain school district may also be within the boundanes of a town 
or city and the latter m turn within a count} In such a case it 
would not be unusual to find that the county bills and collects the 
taxes for all of the jurisdictions The money collected is distnbuted 
among the umts in the proper proportion This procedure avoids a 
duphcation of effort and expense and is more convenient for the tax 
payers 

ACCOUHTIHG FOR Taxes on the assets used in a business are 

PROPERTY TAXES considered to be a business expense if the 

propert} actuall} belongs to the busmess itself as in the case of corpo 
rations or if it legally belongs to the owner of the business This 
treatment is possible because the tax on business property is not 
affected by the kmd and the amount of any other property owned b} 
the taxpayer 
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Property tax expense does not accrue or accumulate in the same 
sense as depreciation, interest, or ex^piiing insurance. The tax relates 
to the oivnership of property at a specific moment, not because of 
ownership or use over a period of time. Because the tax expense 
recurs each year, however, it is usually associated with the operations 
of the year. In most cases the expense is recognized in the year in 
which the tax statement is received. If the accounts are kept on an 
annual basis, the receipt of the tax statement gives rise to the follow- 
ing journal entry; 

Property Taxes xxx 

Property Taxes Payable ... xxx 

To record the expense and liability for property taxes 
for the year 19--. 

When payment of the tax is made. Property Taxes Payable is 
debited. 

If the accounts are kept on a monthly basis, it is necessaiy to 
charge each month vdth one twelfth of the actual or estimated amount 
of the taxes. In the early months of the year, befoi'e the tax state- 
ment is I'eceived, it may be necessary to estimate the amount of tax 
to be chai’ged. For example, assume that the Thompson Sales Com- 
pany keeps its records on a monthly basis. It will not receive its tax 
statement until sometime in March. Based on the tax e.xpense of 
previous years, it is estimated that the tax for the cun’ent year will be 
$840. In order that the eai’ly months will be chai-ged with their prorata 
share of this expense, the following entry may be made at the end of 
January and February: 


Property Taxes. . 70 

Property Taxes Payable. 70 


To record the property tax expense for the month. 

After the Februaiy entiy has been posted, the property taxes 
payable account will have a credit balance of $140. 

Assume that on March 25 the tax statement is received, showing 
the total tax to be $840 (exactly as estimated for purposes of this 
illustration.) Since the liability account already has a balance of $140, 
only $700 will be added. Inasmuch as this amount is to be prorated 
over the i-emaining months of the year, it may be recorded as a de- 
fen-ed charge. Accordingly, the following entry is made: 


Mar. 25 Deferred Property Taxes 700 

Property Taxes Payable 700 


To record the liability for property ta.xes for 
the year. (Total liability, $8-10: pre\ious ac- 
cruals, $140.) 



326 ACCOUNTING PRINOPLES 10, ig 

pajTiients of the tax are made, the liability account is 

debited. 

At the end of each month for the rest of the year, the foUovving 
entrj* would be made in order to continue the process of char^g each 
month udth one twelfth of the total tax e^nse for the year: 

Property Taxes 70 

Deferred Property Taxes 70 

To record the property tax expense for the month 
of 

After the entr\’ of December 31 is posted, the deferred property 
taxes account will have no balance. 

“Wlien the tax statement is received, it may be found that the tax 
is not exactly the same as teas estimated. This will mean that the 
charges for the pretious months were incorrect. The error is likely 
to be small. If the error is of small consequence, it may be offset by 
simply setting up the deferred charge as the difference between the 
total tax and the amount already charged to the operations of previous 
months. The charges for succeeding months 'nil) be calculated at an 
amount that will completely absorb the deferred charge by the end 
of the year. In the case illustrated, if the tax statement received on 
March 25 showed the total tax to be $850 instead of $840 as estimated, 
the entry on that date would be for $710 instead of $700. The charge 
for each of the remaining months would be $71 rather than $70. 

DELINQUENT TAXES ON >Jot infrequently property is purchased that 
PROPERTY PURCHASED ^ subject to a lien for delinquent property 
taxes and penalty charges. l\Tien these amounts are paid by the 
purchaser, it is proper for him to charge the same asset account as 
was debited with the purchase price of the property. For example, 
assume that on July 1, 1949, Edward Tucker purchased a piece of 
land at a price of $5,000. On July 15, 1949, he paid $455 representing 
delinquent taxes, penalties, and interest for the three previous tax 
years. The entries in general journal form to record these transactions 
are as follo'ws: 

July 1 Land 5,000 

Cash 5,000 

To record purchase of lot at 1821 Main 
Street- 

July 15 Land . . 455 

Cash . . . ”5 

To record the payment of delinquent taxes 
on lot at 1821 Msun Street. 
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SPECIAL ASSESSMENTS The ownere of land are sometimes subject to 

special assessments to reimburse the local 
government for the cost of improvements on or near their property. 
Examples of this sort include the installation of sewem, the pa\dng 
of streets, or the lajing of curbs and sidewalks. "When the assessment 
is recorded, it is proper to charge it to the land account, as it in- 
creases the value of that asset. 


NATURE OF SALES Sales taxes are an important source of 

revenue for most states and manj'' cities. 
These taxes are usually imposed upon retail sales only; there is no 
tax when an article is purchased for resale. In some cases ceidain 
types of rentals and the sale of ser\nces are taxable. The sale of food 
is sometimes exempt. 

The tax is leided as a per cent of all sales except those specifically 
e.xempted. The tax imposed by each jurisdiction applies only to sales 
within its boundaries. In some cases the tax is leided directly upon 
the seller. It is more usual to find, however, that the law imposes the 
tax upon the purchaser, but makes it the duty of the seller to collect 
the tax. Some states require the tax to be paid direct by the purchaser 
of goods that were bought outside the state. 

The laws usually require that the seller must file a sales tax return 
and pay the tax at the end of each calendar quarter. In some cases 
this must be done each month. In some states a merchant pa}'^s the 
state in advance by purchasing sales tax stamps. "i^Tien sales ai’e 
made, the merchant reimbiu-ses himself by collecting the tax. The 
buyers receive canceled tax stamps as a i-eceipt. 


ACCOUNTING FOR It the sales tax is imposed upon the pui- 

SALES TAXES chaser but is collectible by the seller, the 

latter vill add the proper amount of sales tax to each ta.xable trans- 
action. There may be a special sales tax payable column proiided in 
the sales jomnal to record the tax on charge sales. The laws may not 
i-equire a merchant to pay the tax until it is collected, but it is usually 
expedient to record the liability at the time the customer is charged. 
A sales journal \dtli a special column for sales tax payable is illustrated 
on the following page. 

In the case of sales for cash it is desirable, though not always 
e.xpedient, to keep a record of the tax collected on each sale. K a sales 
invoice is prepared for each cash sale, the tax will be shown. If in- 
voices are not prepared for each sale, any of several procedures are 
follou'ed. Sometimes the amount of the sale and tlie amount of the 
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SALES JOURNAL 



-.-E or CUSTO-C- 


1 

Aceoi..,!, ' 


“1 


iD M 1 

la Elm St. ^ 

69 

15 30 

.30 


’ 2 709 

IF J Dolan 

108 South St 


87 72 

1 72 


2| 710 ^ 

|R S ^ndren « 

69 E First 

6 

168 81 

3 31 

16j.50| 

1301 1 

Totals 


1 1 


1 28 57 1 


1 1 1 



1 I 

! 1 

(27) 

1 1 


Sales Journal Shoving Sales Taxes 


tax are separated rung up on a cash register if the machine has the 
capacity to accurruilate the totals of both these elements separately 
Sometimes onlv the amount of the sale is recorded m the register and 
placed m the draii er, while the tax cash is placed m a separate box or 
contameT Any of these procediires makes it possible to kno’?. the 
exact amount of sales ta\ on cash sales collected each day. This 
amount can be recorded in a special sales tax pay able column in the 
cash receipts youmal An illustration of this form of cash receipts 
journal follows 


CASH ReceiPTS JOURNAL 


1 





“ 

|19- 








June 

1 

Cash sales 


634 10 

12 68 

646 78 




W B Oaks 




135 46 




Cash sales 


848 20 

16 96 

865 16 



C&sh Receipts Journal Shovtug S&les Tuxes 


Some busmess organi 2 ations do not find it expedient to make a 
■ecord of the tax on each sale In such cases the credit to the sales 
iccount includes the sales tax At the end of the month the tax ele- 
nent is calculated and a general journal entry is made to remote it 
rom the sales account and record it as a current habihty. For example, 
issume that the tax rate is 2 per cent. The total of sales and sales 
ax for the month amounts to $46,520.16 If this amount represents 
ales plus 2 j>er cent of sales, the sales are $45,608 ($46,520 16-1 02) 
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and the sales tax element is $912.16 ($45,608 x .02). The followng 
entry would be made: 

Sales 912.16 

Sales Tax Payable . 912.16 


To record the liability for sales tax collected on 
sales for the month of 

A problem arises if not all of the sales of the business are subject 
to sales tax. This may be the case because certain items are exempted 
by law or because some of the sales are made to out-of-state or out- 
of-city customers. This makes it necessary to keep a record that will 
show both taxable and nontaxable sales. If there are a large number 
of each kind of transaction, it may be necessarj" to use memorandum 
columns in the sales and cash receipts journals to accumulate the 
information. 

■\Vlien the taxes are paid, an entry is made in the cash disburse- 
ments journal debiting Sales Tax Payable. Any balance in the latter 
accoimt on a balance sheet date is reported as a current liability. 
Sales taxes legally imposed upon the buyer are not an expense of the 
seller. The amount sho\Mi as gi'oss sales on the profit and loss statement 
of the seller should not include sales taxes. 


SALES TAXES IMPOSED If the law imposes the sales tax upon the 
UPON THE SELLER seller, the accounting problem is somewhat 
simplified, since there are no tax collections, as such, to be recorded. 
However, the records must show the amount of sales that are subject 
to tax in case some sales are tax exempt. "l^Tien this is knorni, the 
tax can be computed at the end of each month and an entry made 
to record the expense and the liability. For example, suppose that 
the tax for the month of April was found to be $300. The followng 
general journal entry would be necessarj’': 


April 30 Sales Tax Expense. . 300 

Sales Tax Payable 300 


To record the sales tax for the month of April 


\Mien the sales tax return is filed and the tax is paid, an entry 
would be made in the cash pajunents journal debiting Sales Tax 
Paj-able. Any balance in this accoimt on a balance sheet date is 
reported as a current liability. The sales tax e.xpense account is closed 
to Profit and Loss Summan,' at the end of the fiscal period. There is 
not complete agreement as to where Sales Tax Expense should be 
showm in the profit and loss statement. Some accountants classify 
it as an operating expense, often under the heading of selling expenses. 
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Manj accountants show the item as a deduction from gross sales 
This latter treatment is preferable as it shows the amount of revenue 
actuallj provided to the business by the sales of the penod 

QUESTIONS 

1 Mention several features of the federal tax on the income of individuals 
that conform to the abilitj to pay pnnciple 

2 How IS the income of partnerships taxed’ 

3 D F Spencer wishes to determine which of the items stated below 
should be reported on his income tax return 

(a) Salary as salesman for the City Tire Company 

(b) Dmdends on General Motors stock 

(c) Interest on notes receivable 

(d) Proceeds from Ufe insurance policy paid upon death of a relative 

(e) Royalties 

(f) Profit on sale of his home 

(g) Inheritance from a deceased fnend 

(h) Cash gift from an uncle 

(i) Pay while on active duty as a sergeant m the army 
0) Income from inherited property (see g above) 

4 Homer Whitehead returned on January 2 from a Christmas holidaj 
tnp to find an envelope containing a dividend check It was apparent 
that the envelope had been delivered no later than December SO How 
ever Mr \Shitehead contends that he should include the amount of 
the check as a part of his income of the new year since he keeps his records 
on the cash basis What do you think’ 

5 TV hich of the following items would be (1) a deduction /or adjusted 
gross income (2) an other deduction or deduction from adjusted 
gross income or (3) neither of these 

(a) Salary paid a business assistant 

(b) Salary paid a domestic servant 

(c) Donation to a political party 

(d) Auto license fee (car not used in business) 

v'.f/ /iTOnvsV CUT vdnht Jliiamar \S’oiTrpifiTy iVn- .(ivmvViiv? jiuir 

chased for taxpayer s home 

(f) Federal excise tax on purchase of diamond nng 

(g) State sales taxes on goods purchased for persona! use or consumption 

6 Who must file a Declaration of Estimated Tax’ 

7 A taxpayer and his wife file a joint return Both are over 65 jears 
of age and the wife is blind How many exemptions raaj thej take’ 

8 Suppose a taxpayer (not a dealer in real estate) sold a piece of land 
for $10 000 It was purchased several jears before for $4 000 How 
would this be handled for personal income tax purposes’ 
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9. On an income of $10,000 the tax is $1,500, while on an income of 
$50,000 the tax is $7,500. Does this reflect progressive tax rates? 

10. John Stewart pays his personal income tax ivith a check drawn on 
the bank account he keeps for the Stewart Mercantile Company, which 
he owms. How would this be recorded on the books of the Stew^t i\Ier- 
cantile Company? 

11. Which of the following are real property and which are personal 
property: 

(a) Land. 

(b) Taxpayer’s residence. 

(c) Merchandise in a store. 

(d) Growing trees. 

(e) Delivery truck. 

(f) Trade-mark. 

(g) Accounts receivable. 

12. The total assessed value of all the property in a school district is 
$10,000,000. The district wants to raise $50,000 by the property tax for 
the current year. What will be the tax rate? 

13. Why are the ta.xes on business property owned by the proprietor 
and used in an unincorporated business treated as a business expense, 
while no part of the tax on the income (business profits included) of the 
oi\mer of the business is so treated? 

14. Arthur Bailey must pay $350 to the city on a special assessment for 
street improvements. If such improvements will tend to increase the 
value of his land by a similar amount, what entry should be made in 
his journal to record the payment? 

15. All the sales of a store are subject to a state tax of 3% leiied upon 
consumei's but collectible by the seller. At the end of one day, the total 
cash received from sales and tax was found to be $887.86. How much of 
this was sales and how much was tax? 

16. W. D. Greene absorbs a sales tax imposed upon the seller in the 
price of the goods. He believes that the amount he pays as sales tax 
should be shown as an operating expense along with real and personal 
property taxes. His accountant thinks it should be shown as a direct 
deduction from sales. Which, in your opinion, is the better practice? 

PROBLEMS 

1. Examination of the records of Mr. and Mrs. E. J. Williams for the 
calendar year 1949 reveals the following information: 

Income — Mr. VTilliams: 

Salary as president of the Williams Corporation §10,512.00 

(Gross amount. $12,000; income tax withheld, $1,45S; federal 
old-age benefit tax, $30) 
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Share of profit of a partnership received in caSh % 2,000 00 

(Total share, $3 000) 

Rent income from property owned 1,200 00 

Reimbursement for out of-city travel expense 833 00 

(Tnps for corporation) 

Income — Mrs Williams 

Interest on N Y R R Bonds 885 00 

Dividends on stock 600 00 

Proceeds from sale of stock 5 000 00 

(The stock cost $4 000 when purchased 7 months earlier) 

Expenditures — Mr Williams 

Repairs on rental property 50 00 

(Building cost $8 000 and haa a 20 year life) 

Property taxes on rental property 40 00 

Property taxes on residence and personal property 158 80 

Loss by theft (no insurance) 200 00 

Travel expenses on tnps for corporation 900 00 

Payments on estimated federal income tax fot 1949 500 00 

Contnbutions 400 00 

Personal expenditures 1,80000 

Expenditures — Mrs Williams 

Charitable contnbutions 2 600 00 

Personal and family expenses 7,200 00 


Additional Information 

Mr and Mrs Williams are 40 years of age have good 
\iBion They have three children The children have no income 
Mrs Williams’ father, who is 70 years old apd blind, is sup 
ported by the family He has no income Mr and Mrs 
Williams will file a joint income tax return 
Inatruchons (1) Calculate (a) the joint adjusted gross income of Mr and 
Mrs Williams and (b) their other deductions 

(2) Calculate the total tax liability, using the hypothetical rates sho^n 
on page 319 How much must be paid when the return is filed’ 

2 Kenneth Paxton is the sole propnetor of the Paxton Hardware Com 
pany The store occupies one half of a building that Mr Paxton owns 
The other half of the building serves as a home for Mr Paxton and his 
mother, whom he supports She has no incorPe Mr Paxton is 40 years 
old, his mother is 66 years old, and both have good vision 

Mr Paxton started his business January 1, 1949 He purchased the 
land for $5 000 cash The building was erected at a cost of $20,000 He 
borrowed $15,000 to finance the undertaking, and gave a note secured 
by a mortgage on the property The terms of the loan require that he 
carry insurance on the structure and pay all property taxes The building 
IS expected to have a life of 20 years All store equipment was purchased 
early in the year It has an expected life of lO years 

All sales are made for cash to local customers Mr Paxton lives in 
a state that has a retail sales tax of 2% imposed upon the consumers 
but collectible by the sellers 
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Mr. Paxton has kept a ver>' detailed record of cash receipts and dis- 
bursements, but the record includes his personal, as well as his business, 
transactions. A summarj' of all receipts and disbursements of cash during 


1949 follows: 

Receipts 

Loan from finance company (e.xplained above) $15,000.00 

Sales (including sales ta.\) 20,400.00 

Received from sale of Apex Corporation Stock 3,000.00 

(Stock was purchased April 1 and sold August 1) 

Dividend from Ape.x Corporation . 80.00 

Prize (won bj^ Mr. Paxton on a radio program). 100.00 

Disbursements 

Cost of land 5,000.00 

Cost of building 20,000.00 

Cost of equipment and fixtures for store 4,000.00 

Cost of furniture and furnishings for home 5,000.00 

Payments for merchandise purchased 16,000.00 

Telephone — in store . . 150.00 

Telephone — in home 60.00 

Property taxes (paid in full) 

On land.. 40.00 

On building 160.00 

On store equipment and merchandise 30.00 

On household possessions . 20.00 

Sales taxes remitted to state te.xcluding December 

taxes) 350.00 

Light and heat (50% for store) 190.00 

Payments on mortgage principal 1,000.00 

Payments on mortgage interest 450.00 

Payments on estimated income tax for year 480.00 

Insurance (all policies for 3 vears — purchased Januarv 

1 ) 

On building 300.00 

On store equipment and merchandise . 120.00 

On household goods 60.00 

Donation to church 104.00 

Hospital and medical e.xpenses 515.00 

Cost of Apex Corporation stock (see receipts! 2,500.00 

Miscellaneous personal and household expenses 4,000.00 

Miscellaneous store expenses 2,000.00 


On December 31, 1949, Mr. Paxton has unpaid bills for merchandise 
purchases amounting to $1,000. He owes the state $50 for sales taxes 
collected in December, 1949. Accrued interest on the mortgage note 
amounts to $420 on December 31, 1949. The inventorx* of merchandise 
at the end of the year amounts to $4,800. 
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Inslrnchons (1) Prepare a profit and loss statement for the Paxton 
Hardware Company for the year ended December 31, 1949 {Be sure that 
only business expenses are included Remember that only one half of the 
building IS used for the business ) 

(2) Prepare a summary of the items that will appear on the income tax 
return of Mr Paxton Be sure to show the items that comprise adjusted 
gross income, list and total the ‘other” deductions, and deduct the exemption 
credits ($600 each) to arnve at the amount of net income subject to the tax 
rates 

(3) Using the hypothetical rates shown on page 319, calculate the total 
tax liability of Kenneth Paxton for 1949 How much must be paid when 
the return is filed’ 

3 The accounts of the Jones Mercantile Company are kept on a monthlj 
basis In January, Mr Jones estimates that the property taxes for the 
current year will be $480 On April 20 the tax statement is received 
showing a tax liability of $462 That amount is paid in full on May 10 

/n<!frucfion8 (1) Give all of the entries in general journal form to record 
matters relatn e to property taxes for the first six months of the year In 
elude closing entries 

(2) What items relative to property taxes would appear m the balance 
sheet of January 81’ of April 30’ of May SI’ of December 31’ 
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PARTNERSHIP FORMATION AND OPERATION 

THE PARTNERSHIP If a sole proprietor deems it adrisable, he may 

DEFINED Qj, more associates to join him in the 

development of his business. The new party ordinarily contributes 
cash or other property. The members of the new association are co- 
owners of the business and share its profits and losses. In this way a 
partnership is established. A partnersliip may also be formed when 
two or more persons decide to start a new business in which they are 
co-ovmers and share in profits and losses. 

The Uniform Partnemhip Act, adopted by a large number of the 
states, calls the partnership “an association of two or more persons to 
carry on as co-owners a business for profit.” This definition states 
clearly the natui'e of a partnership from the legal point of view. The 
partnership may be better understood from the business point of riew 
by considering the characteristics that distinguish it from other forms 
of business organization. 


CHARACTERISTICS OF The fundamental characteristic of a partner- 
THE PARTNERSHIP gj^p jg expressed in the definition given above, 

in that it is an association of persons. It is distinctlj'- a personal organi- 
zation, and from that pei-sonal aspect the follovdng essential character- 
istics are derived: 

1. Mnfnal Agency. Each partner is the agent of the partnership. 
For e.xample, one partner can make an agreement to piu’chase goods 
or serrtces for the firm, and the other partners will be bound by his 
act if the goods or the ser^^ces are such as the business uses or might 
use in the coiu'se of its affairs. 

2. Limited Life. A partnership, because of its peisonal nature is 
short lived. It may be dissolved as the result of any one of a \’ariety 
of causes. The death, incapacity, or withchawal of one of the partners 
causes a dissolution of the partnemhip; if a partner sells liis interest, 
the partneisliip terminates; if the members admit another partner, 
the old partnership ends but a new partnerehip is brought into exis- 
tence. Partnemlnp reorganization and dissolution are discussed in 
Chapter XX. 

o. Unlimited Liability. Each member of a partnership is jointly 
and indirtdually liable for the debts of the partnemhip. Therefore 

335 
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a partner may not only lose what he has invested m the partnership 
but also be required to use his pnvate property to pay the debts of 
the partnership if the business becomes insolvent For example if 
Craig and Long each invest $6 000 in a partnership and through ill 
luck or poor management the partnerehip later has liabilities of 
$12 000 and assets of only $10 000 the creditors may recover the 
$2 000 excess of the liabilities over the assets from either Craig or 
Long individually 

4 Co ounershxp of Partnership Property The property in\ested 
by a partner in a partnership is no longer his own personal propertj 
but IS jointlj owned by all partners For this reason it is essential 
that the valuation placed on the contnbuted property be a fair and 
just one For example if Bro^\'n contributes a building that cost him 
$10 000 but is now worth $20 000 the value of the building to the 
partnership is $20 000 After he has made his contnbution the partner 
has only a dollar and cents claim against all the assets of the partner 
ship 

5 Particxpohon in Partnership Profits Another feature essential 
to a partnership is the co ownership of the profits If the profits are 
shared on anj basis other than co-ownership a partnership does not 
exist For example an employee who is given a percentage of profits 
as remuneration for his services is not thereb> a partner There must 
be an intention of the partners regarding co-ownership of profits and 
losses 


ACCOUNTING FOR Much of the accounting for a partnership is 
PARTNERSHIPS same as that for a business with any 

other form of ownership The current transactions completed in the 
general operation of the business are similar and the accounting proc 
ess as well as the papers the records and the reports emplojed 
IS essentially the same The relationships existing between the mem 
bers of a partnership give rise to transactions that are not common to 
the sole proprietorship These transactions have to do with the forma 
tion the operation and the dissolution of the partnership The 
operation phase is pnncipallj that of participation in partnership 
profits which will be discussed in this chapter 

FORMATION OF A A partnership is founded upon a voluntary 
PARTNERSHIP Contract having all the essential elements of 

any other contract Since the interest in the partnership here is 
pnmanly from the point of view of accounting the various legal 
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c(U6stions arising from the relationship of the partners v<ill not be 
discussed at any length. 

Disputes, misunderstandings, and difficult situations are liable to 
arise in a partnership because of the peculiar relationship existing 
between the partners. To prevent these, or at least to reduce them 
to a minimum, a written contract should be drawn up. This contract 
is known as the articles of copartnership. In addition to the date and 
the signatures of the partners, it should contain the following data, 
as well as any other provisions that may be considered de.sirable. 

1. Name and location of the business. 

2. Nature and life of the undertaking. 

3. Names of the partners and the amount of the investment of each. 

4. Provision for sharing in profits and losses. 

5. Rights and duties of each partner. 

6. Provision for accounting records. 

7. Provision for dissolution. 

8. Special provisions and stipulations. 

After the partners have reached an agreement and have signed the 
articles of copartnership, the assets may be acquired and the opening 
entries may be made in the partnership books. The problems of 
partnership formation may be cla.ssified under two headings; 

(1) Original formation of partnership by; 

(a) Adding a new member or new members to a sole proprietorship. 

(b) Cash or property contributions by members to set up a new 
business. 

(2) Modification in personnel of a going partnership by: 

(a) Selling an interest to a new partner or partners. 

(b) Accepting an investment from a new partner or new partners. 

The accounting procedures for the first group are treated in this 
chapter; for the second group, in Chapter XX. 

OPENING ENTRIES FOR A brief reference to the articles of copartner- 
opTash Siven in the general journal 

before the entries to record the investments 
of the partners are made. For example, when E. T. Davis and C. G. 
Crane form a partnership by the investment of cash, the following 
memorandum entrj- is made in the general journal : 

July 2 E. T. Davis and C. G. Crane formed a partnership 
for the purpose of conducting a retail hardware busi- 
ness in accordance with the articles of copartnership 
signed this day in duplicate. 

Since the partners in this case are investing only cash, the record of 
the cash investment will appear in the cash receipts journal. Such an 
entrj' is showm on the following page. 
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CASH RECEIPTS JOURNAL 





S' 

"".S' 





July 

2 

E T Davis 










Cap tal 

Investment 








2 

C G Crane 







1 



Cap tal 

Investment 


SOOO 






OPENING ENTRIES FOR If the partners invest assets m addition to 
TRANSFER OF ASSETS C3sh and transfer liabilities to the psrtn6r 
AND LIABILITIES ship Cither of two methods may be used m 

recording the investment (1) An entry may be made in the cash 
receipts journal to record the cash investment and another ma> be 
made in the general journal to record the other assets and the liabilities 
or (2) the entire investment may be recorded in the general journal 
and the cash investment may be recorded m the cash receipts journal 
In the latter case the cash items will be checked m both the general 
journal and the cash receipts journal so that they will not be posted 
twice 

To illustrate such entnes it is assumed that on January 2 Roy 
Fuller and James Hill who have been conducting nval hardi\-are 
stores enter into a partnership by consolidating their assets and 
liabilities The assets and the liabilities of Roy Fuller are as follows 
cash $1500 accounts receivable $6000 merchandise inventory 
$5 250 store equipment $4 500 notes payable $1 500 accounts 
payable $3 750 The assets and the liabilities of James Hill are as 
follows cash $3 000 notes receivable $750 accounts receivable 
$6 000 merchandise inventory $7 500 office eqiupment $1 500 
building $4 500 land $3 000 accounts payable $8 250 

The following entnes are made in the partnership general journal 

Jan 2 Roy Fuller and James Hill formed a partnership for 
the purpose of conducting a retail hardware business 
in accordance with the articles of copartnerships gned 
this day in duplicate 

2 Cash 

Accounts Receivable 
Merchandise Inventory 
Store Equipment 
Notes Payable 
Accounts Payable 
Roy Fuller Capital 

To record the investment of Roy Fuller 


VI 500 
6 000 
5 2o0 
4 500 


1500 
3 750 
12 000 
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2 Cash 

Notes Receivable 

Accounts Receivable 

Merchandise Inventory 

Office Equipment 

Building 

Land 

Accounts Payable 

James Hill, Capital 

To record the investment of James Hill. 


V 3,000 
750 
6,000 

7.500 

1.500 

4.500 
3,000 

8,250 

18.000 


The cashbook entries to record the cash invested by Fuller and 
Hill are as follows; 


CASH RECEIPTS 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

l»OST 

REF 

GENERAL 

CR 

SALES 

CR 

ACCOUNTS 

REC 

CR 

I 

SALES 

DISC 

OR 

Cash \ 

DR 

in. 

2 

Roy Fuller, 










Capital 

Investment 

V 

1,500 




1,500 


2 

James Hill, 










Capital 

Investment 


3,000 




3,000 


It should be understood that the amounts shown in the foregoing 
journal entries were those agi-eed upon by the two partners at the 
time they set up the partnership. For example, the $4,500 figure for 
store equipment and the $1,500 figui'e for office equipment were esti- 
mates of present market value established by mutual consent of the 
partners. Although the book value of assets contributed to a partner- 
ship may influence the values at winch they are taken over, the values 
recorded on the books of the new partnership may he quite different 
from the values at wliich the assets were carried on the books of their 
former owners. 

Fixed assets are ordinarily recorded on the books of the new partner- 
slfip at the ^'alue assigned to them in the partnership agreement. No 
effort is made to show in the books the original cost value and the 
past depreciation. Future depreciation is based on the cost of the 
assets to the new partnersliip. 

In the case of partner Hill, the land may have cost him $1,500 
when he acquired it several years before. The building may have cost 
$6,000 and may have been depreciated to a book value of $3,000. Be- 
cause of increases in land values and building costs, the only fair course 
was to establish new values of $3,000 for the land and $4,500 for the 
building, increases of 100 per cent over the original cost of the land 
and 50 per cent over the present book value of the building. 
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PERSONAL ACCOUNTS The articles of copartnership may provide 
OF THE PARTNERS partner will be permitted to with 

draw cash at intervals dunng the course of operations If this is the 
case, the withdrawals are debited to the partners’ personal accounts 
A partner’s personal account is, in nature, the same as the personal 
account of a sole proprietor At the end of the fiscal penod the partner’s 
share of the profit or the loss is closed into his personal account The 
debit or the credit balance of the personal account is permitted to 
remain in that account or is transferred to the capital account, the 
procedure depending upon the partners' agreement 

For example, at the end of the first fiscal y ear, the personal accounts 
of Fuller and Hill ha\ e debit balances of $7,500 and $3,000 respectiv elj 
If the profit for the y ear $14 400 is to be distnbuted equally, the entry 
to close the profit and loss summary account will consist of a debit 
of $14,400 to Profit and Loss Summary and a credit of $7,200 to each 
of the partners’ personal accounts 

Fuller’s personal account will now have a debit balance of $300, 
Hill s personal account, a credit balance of $4,200 These balances 
may be permitted to remain in the personal accounts, or they may be 
closed into the partners capital accounts, reducing the capital of 
Fuller and increasing the capital of Hill 

DIVISION OF PROFITS 'The distnbution of profits or losses frequently 
presents one of the most difficult problems 
in partnership accounting If the partners have no agreement in this 
respect, the law provides that profits or losses should be divided equally, 
regardless of the amounts of the investments The partners may, 
however, make any agreement they wish in regard to the division of 
profits or losses The agreement should be quite specific so that mis- 
understandings wnll be avoided 

Partnership profits include a return for partners’ services, for 
partners’ capital investments and econormc or pure profit Smce the 
partnership is a personal organization, the services of the partner 
come free of cost to the partnership In the absence of a specific agree- 
ment, the partners receive no salaries The capital contnbutions of 
partners do not bear interest Profits must therefore be interpreted 
to include these two factors as well as pure profits 

If the service and capital contnbutions of partners are equal, an 
equal shanng m partnership profits is equitable But if one partner 
contnbutes three times as much capital as the other, the distribution 
of profits should take into account the unequal contnbution of capital 
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Or, if the services of one partner are much more valuable to the 
partnership than those of the other, provision for unequal service 
contribution should be made in profit participation. 

Arising out of the recognition of these thi-ee factors in partnership 
profits, many methods of distributing profits or losses are employed. 
Fundamentally, these methods give effect to the three elements found 
in partnership profits. 


PROFITS DISTRIBUTED The simplest formula for profit sharing is 
ON FIXED RATIO agi'cement in advance on a fixed ratio that 

will continue for the life of the partnership. This fixed ratio may 
provide for an equal sharing on the assumption that partners' con- 
tributions of capital, sei‘ vices, and risk entitle them to such a sharing. 
It may give one partner two thirds and the other partner one third 
for similar reasons. Or it may provide any fractional participation 
that seems fair to all the partners. 

"V^nien profits are distributed on a fixed ratio, the problem is simple. 
After the profit for a fiscal period has been determined, it is divided 
according to tins fixed ratio, the profit and loss summarj’’ account 
being debited and the partners’ personal accounts being credited. The 
table below' shows the participation of Fuller and Hill in a partnership 
profit of $14,400 using three different fixed ratios: 


Fixed Ratio Fuleer’s Share Hill’s Share 

(1) 14 1^ ?7,200 $7,200 

(2) 14 % 4,800 9,600 

(3) H M 3,600 10,800 

The journal entry on December 31 to record the distribution of 
the profit under the third fixed ratio above would be as follows: 

Dec. 31 Profit and Loss Summary 14,400 

Roy Fuller, Personal 3,600 

James Hill, Personal 10,800 


To distribute the net profit for the year to the per- 
sonal accounts on the 14'^ fi.xed ratio. 


PROFITS DISTRIBUTED If the investments of partners are to be given 
investment/*^ separate consideration in profit sharing, there 

is a choice between tw'o commonly used 
methods. In the first method participation of partnere in profits is 
based solely on their capital investments; in the second method an 
interest return is allowed on capital investments and the balance is 
distributed according to the fixed-ratio method. Each o' 
methods that emphasize capital contributions will be desci 
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According to Imesimenis — Opening Capital. The profits ina> be 
divided according to the beginning investments. For example, if 
Fuller and Hill had agreed to divide profits or losses on the basis of 
their original investments, their respective shares of the profit for the 
first year would have been computed in the follorting manner: 


Roy Fuller, Investment of January 2 ?12,000 00 

James Hill, In\ estment of January 2 18,000 00 

Total Investment $30,000 00 

Roy Fuller, Profit, December 31 12,000 X $14,400 00 = $ 6,760 
30,000 

James Hill, Profit. December 31 18,000 X $14,400 00 = 8,640 

30,000 

Total Profit $14,400 


The journal entry to record this division of the profit would haTO 
been 

Dec 31 Profit and Loss Summary 
Roy Fuller, Personal 
James Hill, Personal 

To distribute the net profit for the year in accord* 
ance v-nth opening capital ui%estments of $12,000 
and $18,000 respective!} 

According to Inieslments — Aierage Capital WTien profits are to 
be divided according to the investments, the simplest method of 
computing the amounts to be transferred to the personal accounts U 
to use, as the basis, the investments that the partners made at the 
beginning of the partnership This method, however, assumes that no 
significant changes in capital investments of partners ha\e been made 
during the fiscal period. If the partnership is such that the capital 
accounts of partners change materially during the fiscal period, provi- 
sion should be made to determine the aierage capital and to dinde 
profit accordingly The calculation of the average capital is based 
upon the capital accounts of the partners A simple method of csJeula- 
tion IS descnbed in the following paragraph. 

The beginning investment is multiplied by the number of months 
from the time of the investment to the time when there \vas a ctonge 
in the investment. The investment on the latter date is then multiphe 
by the number of months from that date until the time when another 
change occurred. This procedure is continued for the entire fiscaj 
period These amounts are totaled. The results then express capiri 
investments in the same unit, that is, month-dollars Tl^ unit tal^ 
>into account the time factor as well as the amoimt factor. Each part* 
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ner’s participation in the profits is determined by the ratio obtained by 
placing his total month-dollars over the total month-dollars of the 
partnership. This is the share of the profit to be assigned to the partner. 

Any unit of time may be used in determining the average capital. 
Days or weeks, instead of months, can be used if significant capital 
changes occui' at other than month periods. In such cases the units 
would be day-dollars or week-dollars. 

For example, Fuller and Hill might have decided to divide their 
profits of $14,400 according to the average capital as shown by their 
capital accounts. Their original investments, additions to capital, 
and withdrawals from capital might have appeared as follows in then- 
capital accounts at the end of the year: 


Roy Fuller, Capital 


May 

1 

C 

11 

3,000 

Jan. 

2 

.1 

1 

12,000 





Tames Hii 

Aj, Cap 

tal 












II II 






Jan. 

2 

J 

1 

18,000 






May 

1 

C 

11 

3,000 


The dhision of the profit for the year ($14,400) w^ould have been 
determined in the following manner: 


Roy Fuller 

From January 1 to April 30 512,000 X 4 months = 48,000 month-dollars 
From May I'to December 31 9,000 X 8 months = 72,000 month-dollars 

Total 120,000 month-dollars 


James Hill 

From .January' 1 to April 30 . .$18,000 X 4 months = 72,000 month-dollars 

From May I'to December 31. 21,000 X 8 months = 168,000 month-dollars 


Total . . • 240,000 month-dollars 

The total month-dollars during the year was therefore 360,000 (120,000-b 
240,000). 


Distribution of Profit 
Roy Fuller: 120,000 X $14,400 = $ 4,800 
360,000 


James Hill: 240,000 X $14,400 = $ 9,600 
360,000 
Profit for the year 


$14,400 
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The following journal entn would then ha\e been made 


Dec 31 profit and Loss Summarj 
Poj Fuller Personal 
James Hill Personal 

To distnbute the net profit lor the >ear in accord 
ance ^nth erage capital 


14 40Q 


4 MO 
9 600 


PROFITS DISTRIBUTED The articles of copartnership often provide 
MENTS°AND°SERvfc?S partner IS to receive a salaiy fo 

OF PARTNERS hissemces If the salaries are paid at reguli 

mten’als in fixed amounts in the same manner as salaries of emploveej 
the partners personal accounts «:houId be debited for such amomts. 
At the end of the fiscal period the amounts that the partnership 
agreement allots as salaries are debited to the profit and loss summaiy 
account and credited to the partners personal accounts The balance 
of the profit and loas summan account is then distnbuted m th* 
ratio agreed upon b\ the partners 

^ume tl^t Fuller and HiU agreed to divide profits equally afte 
salaries of S300 and $450 a month respecti\ elj , had been allotred. 
When the partners withdrew their salanes in cash each month thar 
personal accounts were debited and the cash account was credited 
the end of the jear the follomng journal entrj was made 
Dec 31 Profit and Loss Summar> 9 000 

Roj Fuller Personal 3 

James Hill Personal o 405 

To transler from the profit and loss summaTy 
accoimt to the partners personal accounts an 
amount that is equal to the amounts afiowed the 
partners as salaries 


The total of the salanes S9 000 was then deducted from the net 
profit $14 400 and the remainder $5 400 was distnbuted eqaaDv 


Dec 31 Profit and Loss Sunimar> 

Roj Fuller Personal 
James Hill Personal 

To distribute the balance of the net profit equall^ 
to the partners 


o400 


2 00 


In this case only ser^^ces of partners to the partnership were gn ei’ 
consideration No effort was made to provide for unequal capital 
contnbutions f\Tien provision is to be made for interest return on 
capital contnbutions, in addition to salanes for semces. render^ 
the method may be considered as mcluding all the factors nonnaJJr 
found m partnership profits This method is illustrated below 
In addition to salanes Fulla* and Hill might ha'v e agreed to 
interest on their onginal inxestments at 6 per cent, the balance of ^ 
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net profit to be di\nded equally. The joiu-nal entries at the end of the 
year would then have been: 


Dec. 31 Profit and Loss Summary 9,000 

Roy Fuller, Personal . 3,600 

James Hill, Personal 5,400 


To transfer from the profit and loss summary 
account to the partners’ personal accounts an 
amount that is equal to the amounts allowed the 
partners as salaries. 


31 Profit and Loss Summary . 1,800 

Roy Fuller, Personal . . 720 

James Hill, Personal 1,080 

To record the interest allowed on the original 
investments of the partners. 

31 Profit and Loss Summary . 3,600 

Roy Fuller, Personal 1,800 

James Hill, Persona! 1,800 

To distribute the balance of the net profit for the 
period equally to the partners. 


^'\^Ten the partnership agreement states, \rithout qualification, 
that salaries and interest are to be allowed, the entries for salaries and 
interest, similar to those in the last example, must be made regardless 
of the fact that the profit for the period may be less than the total of 
the salaries and the interest or that a loss may have resulted from 
operations. After the entries for salaries and interest have been posted, 
the debit balance of the profit and loss summaiy account will be 
transferred to the partnem' peisonal accounts on the basis of the fixed 
ratio. 

If the salaries of Fuller and Hill had been $600 and $750 a month, 
respectively, the following jouraal entries would have been made at 
the end of the year: 

Dec. 31 Profit and Loss Summary . . 16,200 

Roy Fuller, Personal 7,200 

James Hill, Personal 9,000 

To transfer from the profit and loss summary 
account to the partners’ personal accounts an 
amount that is equal to the amounts allowed the 
partners as salaries. 


31 Profit and Loss Summary 1,800 

Roy Fuller, Personal . ’1’20 

James Hill, Personal 1,080 


To record the interest allowed on the original 
investments of the partners. 
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31 Ro> Fuller, Personal 1,SOO 

James Hill, Personal 1,SOO 

Profit and Loss Summary 3 g-vg 


To close the debit balance of the profit and loss 
summarj account into the partners’ personal 
accounts. 

The net effect of this •senes of three entnes would have been a 
credit of $6 120 to Fuller’s personal account and a credit of $3,253 
to Hill s per<;onal account, a total of $14,400, the net profit of the 
partnership 


PARTNERS’ PROFITS 
AND FEDERAL 
INCOME TAX 


■\s stated in Chapter XVIII, partnersbps do 
not pa\ income tax. The several partn®^ 
report their share:> of the partner hip p-ofits 


on their inditndual income tav returns and mclude them m the income 


total on which thej paj tav For example, R05 Fuller would report 
$6 120 and James Hill $S 2S0 of the partnership profits of $11 4M 
shown abox e 


It should be noted that partners report and pav income tasfe on 
their «harejp of the partnership profits and not on the amount they 
dra^ out of the partnership E\en though the entire amount of the 
partnership profits is left m the partnership, the taxable amounts 
i\ould be the profit participation figures. 

Partnerships are required to make out income tax returns showmg 
the amount of the partnership profits and the share of each partner 
The'O partnership returns provide the detail ‘nipportmg the partner 
ship profits shown on the indiMdual returns of the partners. 


STATEMENTS FOR A In preparing a profit and los.* statement fo’’ 
PARTNERSHIP ^ partner-hip, it is often desirable to show tb 

distribution of the profit for the fiscal period This information i» added 
to the report after the net income has been shown This section of the 
profit and loss statement of Ftiller and Hill (bas.ed on the laat di^tnbi 
tion of profit) lb shown at the top of the following page 

The method of reporting the capital of a partner^p on the balance 
sheet depends pnmanl\ on the amount of information that it is thouit 
desirable to show Sometimes the balance sheet shows for each partner 
the mx eatment at the beginning of the penod any additional 
ment the partner’s share of the net profit or the net los» for the peni^ 
any withdrawal from capital, and the personal withdrawals ina e 
dunng the period. Instead of reporting such detailed information 02 
the balance sheet, it is often more satisfactory to prepare a report tha^ 
supplements the balance sheet. This report is known as a 
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Net Profit $14,400 

Distribution of Net Profit to Partners: 

Koy Fuller; 

Salary at $600 a month $7,200 

Interest at 6% on original investment 720 


$7,920 

Less: One-half share of remaining debit balance ... 1,800 

Profit of Roy Fuller $ 6,120 

James Hill; 

Salary at $750 a month $ 9,000 

Interest at 6% on original investment 1,080 


$10,080 

Less: One-half share of remaining debit balance .. . 1,800 


Profit of James Hill 8,280 


Net Profit for the Year $14,400 


Partnership Distribution of Profit on the Profit and Loss Statement 

of the parhwrs’ capital accounts. It is of value to the partners because 
it shows ill detail the reasons for the changes in the proprietorsliip. 

If, during the year, Fuller withdrew $3,500 and Hill withdrew 
$5,000, a statement of the capital accounts might be prepared in the 
following form; 


FULLER AND HILL 

STATE.MENT OF PARTNERS’ CAPITAL ACCOUNTS 
For Year Ended December 31, 1950 




Roy Fuller 

1 

James Hill 



Personal 

Capital 

Personal 

Capital 

1 


Capital, January 2, 1950 . . 
Share of Profit for Y'ear. . . 
Less Personal Drawings. . 

6,120 

3,500 

12,000 

8,280 

5,000 

O 

O 

o 

CO 


Net Addition 


2,620 


3,2S0 11 






Capital, Dec. 31, 1950 . . . 


14,620 

— 


21,280 1 


Statement of Partners’ Capital Accounts 


The proprietorsliip section of the balance sheet would show’ the 
net investments of the two partnei's in the following manner: 
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Propbietorship 

Roy Fuller, Capital $14,620 

James Hill, Capital 21,280 


Total Proprietorship $35,900 


QUESTIONS 

1. Which of the following sentences are true‘s Which are false‘s 

(a) The sale of a partnership asset by a junior partner may be re\oked by 
a senior partner 

(b) In a partnership, the eldest son succeeds to the position of his father 

(c) In a 40 - 60 partnership, the obligation of the 40 partner is 40% of 
the deficiency due creditors 

(d) A profit of $5,000 made on the sale of a building and lot contnbuted 
by partner A belongs to partner A 

(e) In a ^ partnership, in the absence oI a written statement as 
to how profits will be shared, a $6 000 profit would be distnbuted 
$4,000 and $2 000 

2 Ellis and Peters form a partnership, Ellis investing $12,000 m cash and 
Peters $18,000 in cash They agree that profits and losses will be shared 
m the ratio of the investments shown by the capital accounts During 
the first year Elhs wthdraws $2,000, and Peters $4,000 (a) The profit at 
the end of the year is $7,500 Give the journal entnes required to close 
the profit and loss summary account and to make the necessary adjust- 
ments m the personal and capital accounts (b) What would have been 
the journal entnes if the profit had been $5,000’ 

3 Scott and Taylor have invested $50,000 and $30,000 respectively m a 
partnership, agreeing that, after 6% is allowed on capital and after 
salanes of $4,000 to Scott and $3,000 to Taylor are allowed, the balance 
IS to be shared equally Calculate the share of each partner in the following 
partnership profits for the year (1) $5,000, (2) $25,000, (3) $1,000 

4. Brock and Johns are partners with investments of $20,000 and ?10,000 
respectively Show the participation of each m profits of $12,000 ta'j b 
nothing is said about profit distnbution, (b) if profits are distnbuted 
according to investments, (c) if interest is allowed at 8% and the balanw 
IS distributed equally, (d) if salanes of $4,800 and $6,000 and interest 
at 8% are allowed and the balance is distnbuted equally 

5. Noms, Olson, and Grant invest $20,000, $J2,000, and $8,000 
tively, m a retail business They agree that interest is to be allowed a ^ 
rate of 6% and that monthly salanes of $300 are to be paid to each 

The profit and loss summary account shoTra a profit of $9,600 at the en 
of the year Give entnes showing the distnbution of profit to the partners 
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6. Young, Cox, and Russell are partners in an enterprise. At the close of 
the six-month period ending June 30, 19 — , their capital accounts show 
credit balances of $10,000, $15,000, and $20,000, respectively. Their 
drawing accounts show debit balances of $2,000, $1,000, and $2,500. No 
entries have been made for salaries allowed at the rate of $250 a month 
for Young, $200 a month for Cox, and $400 a month for Russell. The 
partners are allowed interest at the rate of 8% per annum on invested 
capital. Profits or losses after salaries and interest are divided equally. 
The profit and loss summary account shows a credit balance of $9,000. 
Give the closing journal entries. 


PROBLEMS 

1. The capital accounts of A, B, and C, partners, show balances of $10,000, 
$20,000, and $30,000 respectively. The partner-ship agreement provides 
that each partner shall receive 5% interest on invested capital, that A is 
to receive a salary of $5,000, and that the remaining profits are to be 
distributed equally. 

Inslniclions: (1) Prepare journal entries at the end of the year to close 
the balance in the profit and loss summary account to the partners’ personal 
accounts if the: 

(a) Profit is $14,000. 

(b) Profit is $5,000. 

(c) Loss is $1,000. 

(2) Prepare a summary comparing the partners’ shares in the profit or 
loss under the three conditions illustrated above. 

2. In contemplating the formation of a partnership, B. Jackson and 
P. Harris discussed the diidsion of profits. Jackson was to invest $11,000; 
Harris, $1,000. Jackson agreed to devote one half of his time to the busi- 
ness; Harris, full time. 

(a) Jackson proposed that the profits be dirided according to the original 
capital investments. 

(b) Harris felt that profits should be dirided in the ratio of time devoted 
to business; namely, one third to Jackson and two thirds to himself. 

(c) Jackson then suggested that profits be divided equally in order to 
offset his larger capital investment against Harris’ devoting his full 
time to the business. 

(d) Harris finally recommended that annual salaries should be allowed — 
$5,000 to Harris and $2,500 to Jackson — and that the remaining 
profit or loss should be dirided equally. 

(e) An accountant who was consulted recommended that plan (d) be 
followed but that, in addition, each partner should be allowed 6% 
interest on his original capital investment. 

I instructions: (1) Assuming a profit of $12,000, prepare a summary com- 
paring the partners’ shares in the profit or loss under the five conditions 
mentioned above. 
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(2) Assume a profit of $8,000 at the end of the first year of business and 
prepare journal entries to close the balance of the profit and loss summary 
account to the partners’ personal accounts under plan (e). 

(3) Construct a statement of the distribution of the net profit to the part- 
ners under plan (e) and reflecting the journal entnes in (2) 

3. On January 1, 1950, Frank Dodge and Donald Ford formed a partner- 
ship (Dodge & Ford) in order to open an electrical repair business The 
agreement provided that monthly salaries of $500 and $600 be allowed 
Dodge and Ford, respectively Interest at 5% on the original investments 
was to be allowed, after which the profit or loss was to be distributed 
equally The adjusted tnal balance at the end of the first year of business 
was as follows (capital accounts represent the original investments): 


Cash 

14,350 


Accounts Receivable 

10.000 


Prepaid Insurance 

Notes Payable 

450 

3,000 

Frank Dodge, Capital 

Frank Dodge, Personcl 

6,000 

10,000 

Donald Ford, Capital 

Donald Ford, Personal 

7.200 

5,000 

Sales 

Operating Expenses 

60,000 

80,000 


98,000 

98.000 


Tntirvetions (1) Prepare a profit and loss statement including distribu- 
tion of net income to partners 

(2) Prepare a balance sheet 

(3) Prepare a statement of partners’ capital accounts 

(4) What amounts do the partners report on their income-tax returns’ 
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ADMISSION OF A NEW The admission of a new partner to a going 
PARTNER partnerslup must be made with the consent 

of all the other partners in the business. Fm-thermore, new' articles of 
copartnership that include the future profit-and-loss ratio for the 
partners, as w'ell as all other necessary provisions applicable to the 
undertaking, must be drawm. A new partner may be admitted to a 
partnership as the result of (a) the purchase of an interest in the 
proprietorship or (b) an additional investment in the partnership. 
TiTien an interest in the partnership is purchased, the proprietorship 
of the new' partner is obtained from one or more of the old partners. 
^^Taen an interest is obtained through an investment, the total assets 
of the firm are increased by the property invested by the new' partner. 

ADMISSION OF A WTien a share of the proprietorship in a 

partnership is sold, the assets and the liabili- 
ties of the firm remain unchanged. The 
amount received for the new partner’s interest in the proprietorship is 
not recorded on the partnersliip books. The chief result of the trans- 
action is a transfer of a part of the proprietoi’ship to the new partner. 
Whatever interest the new' partner acquires must come from the capital 
of the selling partner or partners. For example, John Irwin and Henrj' 
Vester are partners, each having a proprietorship of $20,000. They 
sell to George Malden a one-fom-th, or $10,000, interest in the partner- 
sliip. The amount of this new' interest is to represent equal reductions 
in the capital accounts of the old partnei's. Since the tw'o old partners, 
instead of the partnei-sMp, receive the paj'ment made by Malden, the 
only entry required in the books of the firm is: 


Feb. 1 John Irwin, Capital. . . 5,000 

Henry Vester, Capital 5,000 

George Malden, Capital 10,000 


To record the sale of a one-fourth inter- 
est to George Malden. 

This entry does not record the amount paid by Malden to the ttvo 
pai-tners for the one-foiuth interest If the partnership had been very 
profitable and Malden had been very desirous of obtaining the interest, 
he might have paid considerably more than $10,000 to the two partners. 
Or if the two partners had been eager to add hlalden to the partnership, 
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the> might ha\e sold him the interest for less than $10 000 The price 
paid by Malden to Invin and Vester is a pn\’ate transaction not 
entered on the partnership records 


ADMISSION OF A A new partner may be admitted into the 
*>W^^MENT partnership by malong an investment In 

this case the new partner does not buy an 
mterest from the other partners he makes a new contnbution to the 
business and the propnetorship is thereby increased For example 
C R Albers and 0 M Kemper are partners each having a propneterj 
interest of $8 000 On October 1 J K Payme in\ ests $4 000 m cash 
in the business For this investment he is to receive a propnetorship 
in the business equal to his investment The entry in general journal 
form to record this transaction is 

Oct 1 Cash 4 000 

J K Payne Capital 4 000 

To record the m\estment of J K. 

Paj-ne 


Payne has a one fifth interest m the proprietorship which now 
totals $20 000 It should be noted howeter that a one fifth mterest 
m the partnership does not mean that Payme is entitled to one fifth 
of the profits unless the partnership agreement states that profits are 
to be diMded in the ratio of the onginal investments Payne will share 
profits equally with the other partners in the absence of any agreement 
regarding the division of profits For example if profits amount to 
$lo 000 and the new partnership agreement is silent on profit sharing 
each partner will recei\e $5000 But if profits are to be shared ac 
cording to myestments then Albers and Kemper will receive $6000 
each and Payne will receive $3 000 

If instead of mv esting cash in the business of Albers and Kemper 
Payne transfers the property and the liabilities of a business that he 
has been operating an account must be debited for each of the assets 
taken over an account must be credited for each of the liabilities 
assumed by the firm and Payne s capital account must be credited 
for the difference which is his proprietorship in the new business. 

For example if Payne invests a $5 500 building on a $1 500 lot, 
subject to a $3 000 mortgage the entry to record his investment is 


Oct I Building 
Land 

Mortgage Payable 
J K. Payne Capital 
To record the investment of J K. 
Payne. 


5 500 
1 500 


3 000 

4 000 
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Ince FOR ciSiwiLL partnership concern 

TO FORMER PARTNERS exceed the book value of the proprietor- 
ship. Under such conditions a new partner 
would need to invest more than the amount of the partnership interest 
he is to receive. The surplus investment of the new partner may be 
credited to the old partners, as explained in case (1) below; or it may 
cause the recording of goodwill as explained in case (2). The method 
used will depend upon the agreement among the parties. 

(1) Recording a Bonus. For example, R. B. Clark and A. 0. Rust 
form a partnership, each investing $6,000 in cash. After a few years 
the firm of Clark and Rust becomes quite prosperous. A sufficient 
amount of the profits has been added to the partners’ capital accounts 
to make the credit balance of each $13,500. William Keane wishes to 
join the partnership and is willing to invest $15,000 in cash and to 
accept a one-fourth interest for this amount, although his investment 
is gi'eater than that of either of the other two partners. After the new 
investment of $15,000 is added to the old proprietorship of $27,000, the 
new proprietorship will total $42,000. A one-fourth interest in a $42,000 
proprietorehip is $10,500. Since Keane is investing $15,000 in cash 
for a $10,500 interest, he is, in effect, pajdng the old partners a bonus 
of $4,500 to become a member. The entry in general journal form made 
upon the admission of Keane on January 2 is: 


Jan. 2 Cash . . 15,000 

William Keane, Capital. 10,500 

R. B. Clark, Capital. 2,250 

A. 0. Rust, Capital. . . .. 2,250 


To record the admission of William 
Keane as a partner upon the invest- 
ment of .‘?1 5,000 in cash. 

The capital account of Clark and that of Rust are credited with 
one half of the bonus, for the partners share equally in profits and 
losses. If, for example, the articles of copartnership of Clark and Rust 
had stated a fixed profit-and-loss ratio of 60 per cent for Clark and 
40 per cent for Rust, the excess contribution of Keane would have 
been ditided as follows: Clark, $2,700; Rust, $1,800. The bonus 
received is always di\nded among the former partners in the profit- 
and-loss ratio that was used before the admission of the new partner. 

(2) Recording Goodmill. The preceding entry records the trans- 
action satisfactorily, but Keane may object to hartng his capital shown 
as $10,500 when he has actuallj" invested $15,000. He is, however, 
satisfied vith a one-fouidh interest in the finn. An alternate method of 
recording the investment vill avoid tliis objection. 
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It can b® seen that since Keane is willing to invest $15 000 fcr a 
one-fourth interest the value placed on the partnership is $60 000 
that IS four times his mvestment. The value of the partnersbp xvith 
out the additional investment is Iherefo’^ $45 000 which is $18 000 
m excess of the propnetorship diown the partnership accounts. 
If Keane is willmg to mi ^ $15 000 for a one-fourth mterest the firm 
must possess certam nghts privileges or advantages that are of great 
value. Such nghts pnnieges or advantages are assets but they are 
different from the other asspts m that thev are not tangible and o’di 
nanli have value to the buaness only ss a gomg concern They are 
therefo’e called inUmgible assets and are shown on the balance sheet 
under this headmg The most common m this classification is gooduiH 
Goodwill has been defined by the Treasury Department of the United 
States Government as th® value attached to a buimess over and 
above the rnlue of the physical property ' Goodwill anses when «» 
busmess inns the fai or of its customers to such an extent that tb 
customers will probabh return to trade m the future 

It IS not considered desirable to record goodwill as an as^et unless 
It has been purchased or sold- In the example used prenoudj, Keane 
IS willing to iniest $lo 000 for a one-fourth mterest m a partner^? 
baling a capital of $27 000 In this case it is permissible to record the 
asset goodwill at an amount sufBaent to mcrease the capital of the 
firmer partners so that the investment of $15 000 made by Keane 
will represent one fourth of the total proprietorship The combined 
capital of the two former partners must therefore be increased from 
$27 000 to $45 000 The amount of the increase $18 000 represents 
the value of the goodwill Goodwill is set up as an asset and its value 
is divided between the former partners in the ratio in which they 
previoush shared profits and losses. Since Clark and Ri^ ^re 
profits and losses, equalli the entnes in general journal form made 
m the books of the new partnership upon the admission of Keane are 
Jan- 2 Goodwill 18 OQQ 

R. B Clark, Capital 9 000 

A. 0 Rust, Capital 9 000 

To record the asset goodnill and thus 
to increase the capital of Clark and 
Rust to three fourths of the total 
proprietorship after the admission of 
Keane. 


2 Cash 

"William Keane Capital 
To record the investment of Keane 
•H inch IS to represent <me fourth of the 
total propnetorship 


15 000 


15 OOO 
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DEmMlNiNG THE When goodwill exists in a going business and 

WILL good- becomes an item in the investment of a new 

partner, there should be a recognized pro- 
cedure for determining its amount. Various ways of measuring the 
amount of goodwill exist. Two methods will be mentioned. (1) The 
value of goodwill may be estimated by the capitalization of the excess 
profits. For instance, if the capital of a business is $50,000, a yearly 
return of 10 per cent, or $5,000, may be normal. If the average yearly 
profit, however, is $7,000, $2,000 represents the excess profit. The 
goodwill may be determined by capitalizing the $2,000 excess profit; 
that is, by dividing $2,000 by 10 per cent, the normal rate of profit. 
The result, $20,000, is the estimated value of the goodwill. In other 
words, the investment in this business might be $70,000, and still a 
10 per cent return would be made on the capital. (2) The value of 
goodwill may be estimated to be equal to the excess profit of several 
years. If an excess yearly profit of $2,000 is expected for at least the 
next five years, the goodwill may be estimated at $10,000 (5 times 
$2,000). 


BONUS OR ALLOW- In some cases the capital account of a new 

TO ^NE^PARTt^R'^*^*' credited with an amount in 

excess of his investment. Either of two 
methods is commonly used when a partner is admitted on such a basis. 
The method to be used \vill depend upon the agi-eement among the 
parties. 

(1) Recording a Bonus. Suppose that A. B. Arnold and C. D. Harris 
ai’e partners wth pi'oprietary interests of $10,000 and $15,000 respec- 
tively. The firm needs additional capital and the services of W. R. 
Kroger, an expert in its tj'pe of business. The two partners therefore 
offer Kroger a one-third interest in the partnership if he vill invest 
$8,000 in cash. If the capital account of Koger is credited for the 
amount of his investment, $8,000, the total proprietorship \rill be 
$33,000. The books should show, however, that his share is one third. 
Therefore, the partners allow him a bonus of $3,000, which is trans- 
feired from theii* capital accounts in the profit-and-loss ratio. Koger 
then has a one-third, or $11,000, interest in the total proprietorship of 
$33,000. Since Arnold and Harris formerly shared profits and losses 
equally, the entries in general journal form made upon the admission 
of the new partner are: 


Nov. 1 Cash 8,000 

W. R. Ivroger, Capital 8,000 


To record the cash investment of 
Kroger. 
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Nov 1 A B Arnold Capital 1 500 

C D Hams Capital 1 500 

W R Kroger Capital 3 qoo 

To adjust the capital accounts so that 
the account of Kroger will show his 
one third interest m the partnership 

This method decreases the proprietorship of the two onginal part 
ners It is assumed however that the investment of Kroger and the 
service that this partner will render to the firm wall in the long run 
more than offset the present disadvantage 

2) Recording Goodiixll The partners may not wash to have their 
capital reduced Since the admission of Kroger is expected to react 
fa\orably on the firm the old partners may prefer to set up goodwill 
and to credit the capital account of the new partner with an amount 
that wall increase his proprietary interest to one third of the total 
capital As the combined capital of the two former partners is $25 000 
which represents two thirds of the proprietorship of the new partner 
ship the capital account of Kroger must have a credit balance of 
$12 500 Since Kroger invests $8 000 the goodwill account is debited 
for $4 500 and his capital account is credited for the same amount 
The entnes m general journal form made in the books of the new part 
nership upon the admission of Kroger are 

Non 1 Cash 8 000 

W R Kroger Capital 8 000 

To record the cash mvestment of 
Kroger 

1 Goodwill 

W R Kroger Capital 
To record the asset goodwill and thus 
to increase the capital of Kroger to 
one third of the total propnetorship 

revaluation qe vl'i. tOTanlidated. an 

DATroN°^ CONSOtl- examination of the assets may show that 
certain assets are recorded on the books at 
more or less than their real values Before any entnes are made in the 
books of the new organization the records of each business that is 
being consolidated should be made to show the actual values of the 
assets according to the partnership agreement 

For example the sole propnetorship conducted by Carl Walsh and 
the partnership of Sn\der and Fisher are to be consolidated Upon 
an examination of the assets of Walsh it is found that an additional 
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allowance of $300 for bad debts shoiild be established and that the 
present value of the merchandise inventory is $450 more than the 
book yalue. Upon an examination of the assets of Snyder and Fisher, 
it is found that the building has a present market value of $5,000, which 
is $1,000 above the book value. 

The entry made on the books of Walsh to record the revaluation 
of his assets is shown below: 

July 31 Merchandise Inventory 

Reserve for Bad Debts 
Carl Walsh, Capital 
To adjust the reserve for bad debts 
and the merchandise inventory so that 
their real values will be recorded. 

The entry made on the books of Snyder and Fisher to adjust the 
value of their building is as follows. (The journal entry is based on the 
assumption that profits and losses are shared equally by the partners.) 


July 31 Building 1,000 

Frank Snyder, Capital 500 

Robert Fisher, Capital . . . 500 


To adjust the building amount, which 
has been too low. 

After these correcting entiies have been made and posted, the 
opening entries of the partnership, based on the new values, ai’e made 
in the usual manner. 

EFFECT OF DISSOLUTION Dissolution terminates the agreement that 
UPON A PARTNERSHIP partnership e.xistence, but it does 

not necessarily mean the discontinuance of the business. The ad- 
mission of a new partner or the consolidation of the partnership vith 
another firm is an act of dissolution. The partnership agreement is 
void; but new articles of copartnership may be prortded to define the 
altered relationship between the partners, and the business may 
continue without inteiTuption. Fi’equently, however, a partnerehip 
may wind up its affairs after dissolution and go out of e.xistence. Some 
of the problems that may arise upon the dissolution of a partnership 
will now’ be discussed. 


300 

150 


RETIREMENT OF A When a member retires from a partnership, 
PARTNER interest may be purchased by one of the 

other partners. The entrj’ required in such a case is a debit to the 
proprietorship account of the one who is retiring and a credit to the 
proprietorship account of the other partner. This entrj’ is made regard- 
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less of the amount paid for the interest of the retinng partner, since 
the payment represents a transaction between two individuals and 
consequently does not affect the records of the partnership 

If, upon retirement, a partner withdraws assets of the business, the 
assets may be (1) equal m value to his propnetorship, (2) greater in 
value than his propnetorship, or (3) less m value than his propnetor* 
ship 

If the assets are equal to his propnetorship, it is necessary only to 
debit his propnetorship account and to credit the accounts with the 
assets 

If, because of the unusually prosperous condition of the firm, or 
for any other reason the retinng partner is given assets greater in 
value than the book value of his propnetorship, the total propnetorship 
of the other partners is decreased For example, Gilbert, Nurre, and 
Hunt are equal partners in a business having a total propnetorship of 
$45,000 Nurre wshes to withdraw from the partnership, but the 
business has been so unusually prosperous that he is not willing to give 
up his interest for $15,000, its book value The partners agree to 
permit him to withdraw $18,000 as his share of the business The 
entry in general journal form on May 31 to record this withdrawal is 

May SI Frank Nurre, Capital 15,000 

John Gilbert, Capital 1,500 

Peter Hunt, Capital 1,600 

Cash 18 000 

To record the withdrawal of Nurre, 
who was allowed $18,000 for hjs inter- 
est in the business 

Under certain circumstances a partner may be wiling to withdraw 
from a partnership and to accept assets of less worth than the book 
value of his interest Dillon, Rowe, and Wallace are equal partners 
in a business having a net proprietorship of $27,000 Rowe is anxious 
to withdraw , but he realizes that if he forces a sale, the assets mW not 
bring their book value He is therefore willing to accept $8,000 in 
cash, which is $1,000 less than the book value of his interest The 
entry in general journal form to record the withdrawal is 

Aug 31 C R Rowe, Capital 
Cash 

H P Dillon, Capital 
R F Wallace, Capital 
To record the withdrawal of Rowe 
who was allowed $8,000 for his m 
terest in the business 
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DEATH OF A PARTNER Since the death of a partner automatically 

dissolves the partnership, the books should 
be closed immediately and the profit or the loss since the last closing 
date should be determined and distributed in accordance with the 
partnership agi'eement. The balance of the capital account of the 
deceased may then be transferred to a liability account \rith the estate. 
The sui-viving partners may draw up new articles of copartnei-ship and 
either continue in the business by themselves or admit a new partner. 

LIQUIDATION OF A When a partnership is to cease operation and 
PARTNERSHIP liquidation is to take place, it is necessary 

first to ascertain the net profit or the net loss to date and to distribute 
it to the partners’ accounts so that the net proprietorship of each 
partner will be sho\vn. It is necessary then to convert the assets into 
cash. When cash has been realized, it is applied in the following 
manner: 

1. To pay creditors. 

2. To return the capital belonging to the partners. 

The process of liquidation is illustrated by the following example. 
Read, Howard, and Hurley are partners who divide profits in the ratio 
of 50 per cent, 30 per cent, and 20 per cent respectively. They decide 
to dissolve the partnership on June 30. The books are closed prepara- 
tory to liquidation, and a balance sheet is prepared. A condensed 
form of the report is shovm below: 


Assets 


Total Assets 


READ, HOWARD, AND HURLEY 
BAL.A>fCE Sheet 
June 30, 1950 



32,000 

Liabilities. ... 
Proprietorship: 

R. S. Read, Capital. . 

O. A. Howard, Capital. 

P. M. Hurley, Capital . . 

1 ! 
2,000 

10,000 

10,000 

10,000 


32,000 

Total Liab. and Prop. 

32,000 



The assets are sold for $42,000; the profit on the sale of the assets 
is distributed in the profit-and-loss mtio; the liabilities are paid; and 
the remainder of the cash is then distributed according to the invest- 
ments of tlie partnei-s. 
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The entnes in general journal form on June 30 to record these 
transactions are 


June 30 Cash 42,000 

Assets 32 OOO 

Loss and Gam on Sale of Assets 10 OOO 

To record the sale of the assets 

30 Loss and Gam on Sale of Assets 10,000 

R S Read, Capital 5 OOO 

0 A, Howard Capital 3 000 

P M Hurlej . Capita! 2 000 

To distribute the profit from the sale 
of the assets to the partners’ Papital 
accounts m the profit and*loss ratio 

30 Liabilities 2,000 

Cash 2,000 

To record the pajinent of the liabih* 

30 R S Read, Capital 15,000 

0 A Howard Capital 13,000 

P M Hufle> Capital 12.000 

Cash 40 000 


To distribute the remaining cash ac- 
cording to the balance of the partners’ 
capital accounts 


If a loss had result^ from the sale of the assets, it vrould have 
been divided among the partners in the profit and loss ratio before 
ant pavment was made to the partners on their investment 

For instance, assume that the assets of Read, Howard, and Hurley 
are sold for only $22,000 The entnes in general journal form are shown 
below 

June 30 Cash 

Loss and Gam on Sale oi Assets 
Assets 

To record the sale of the assets 

30 R S Read, Capital 
0 A Howard, Capital 
P II Hurley, Capital 
Loss and Gam on Sale of Assets 
To distribute the loss on the #ale of 
the assets to the partners’ capital ac- 
counts m the profit-and loss ratJo 

30 Liabilities 
Cash 

To record the payment of the liabili- 
ties 


22,000 

10.000 


5.000 

3.000 

2.000 


2,000 


2,00ff 
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30 R. S. Read, Capital 5,000 

O. A. Howard, Capital 7,000 

P. M. Hurley, Capital ... 8,000 

Cash...... . 20,000 

To distribute the remaining cash ac- 
cording to the balances of the part- 
ners’ capital accounts. 

The part of a loss charged to the capital account of a partner may 
sometimes be greater than the partner’s investment. The debit balance 
of the capital account vill therefore represent an amount owed to the 
other partners. The remaining cash will not be sufficient, however, to 
pay the other partners until the partner whose account has a debit 
balance pays the amount that he owes. In this case cash should be 
distributed in such a manner that, if the partner is unable to pay, the 
others will bear this additional loss in the profit-and-loss ratio that 
exists between their^elves. To illustrate, assume that the assets of 
Read, Howard, and Huiley realize only $7,000. The entiles in general 
jommal form are as follows; 


June 30 Cash 7,000 

Loss and Gain on Sale of Assets 25,000 

Assets 32,000 

To record the sale of the assets. 

30 R. S. Read, Capital 12.500 

O. A. Howard, Capital 7,500 

P. M. Hurley, Capital 5,000 

Loss and Gain on Sale of Assets 25,000 

To distribute the loss on the sale of 
the assets to the partners’ capital ac- 
counts in the profit-and-loss ratio. 

30 Liabilities 2,000 

Cash. - • 2,000 

To record the payment of the liabili- 
ties. 

30 0. A. Howard, Capital 1,000 

P. IM. Hurley, Capital 4,000 

Cash • - 5,000 

To distribute the remaining cash to 
Howard and Hurley so that the bal- 
ance in their accounts will be in the 
profit-and-loss ratio of 3/5 and 2/5. 


Before the last journal entry was made, the capital accounts of the 
partners had the following balances: R. S. Read. $2,500 (debit); 
0. A. Howard, $2,500 (credit); and P. jM. Htudey. $5,000 (credit). 
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Onh 000 in cz<h v:z& availabl** fcr <iistnbution to Ho-^-ara and 
Hurle> v.boso capital totaled $7,500, but $2 500 Tras due fro^ 
Read. Ho ^ ard and Hurle^ consid»>red Read s debt to tbe partnersbp 
as a possible loss and dinded it among themseh es on tJie basis of tb“i: 
p-ofit^d loss ratio of SO p^r cent and 20 per c^nt, or S/o and 25 
fPspectne]\ Ho-^ard receJ^ ed $1 000 m cash ($2 500 capital - $iyjO 
possible lo^sj and HurH receised $4000 f$5000 capital -$1000 
possible lossj Tbe capital account of Hovard now has a credit balance 
of $1,500 that of Hurle>, a credit balance of $1,000 Bj distnbuting 
cash in this manner the partners ■will ab’sorb tbe $2,500 loss in tbar 
p'O^t-and loss ratio if tbei cannot collect from Read. Read s deir 
balan^ should not be clovd into the capital accounts of the other 
partners untd it is defmiteh found that collection from Read is im- 
possible If collection IS made on Jul\ 10, the following entnes wbdi 
are sho/n in general journal foTO, will close the rest of the accoxits 
m the lodger of the partnership 


4uJ\ 10 Cash 2 500 

P S Pead, Capital 2,t>00 

To re^o'd the ca*b recen ed from P.^d 
to p8j bis indebtedness to Howard 
a-’d Hurle\ 

10 0 A Howard, Capital 1500 

P M Hurle^ Cap tal 1 000 

Cash 2 50C 

To di«tnbute tbe ca«b recened from 
P,ead according to tbe balances of the 
other capital accounts 


SIGKtnCANCE OF THE 'Hie partners ma> agree to distribute pnifits 
A^comJis and losses m anj wa> thej wish irresj^^e 

of their capita! interest m the partnersbp 
although as alread-k explained one basis of distnbution is the unest- 
ments of the partners Although th® partners’ int estments ina-v not 
affect the diMsion of profits and losses thei will determine the amounts 
of the claims that the partners maj base upon the assets when tb” 
partn®'*hip is dissoh ed for anj reason. 


QUESTIONS 

1 If Qmglej s®lls to Willard his mterest m the partnership of Qai^ey 
and 5\ittman, what entry is required m the partnership books^ 
it reflect the spUing pnc®’ Explain. 
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2. If the partnership of Jansen and Clement takes over a building owned 
bj' Clement that cost him $20,000 but that is valued for the partnership 
at $30,000, should goodwill be debited for $10,000? Explain. 

3. Tiemann and Lyons are partners having equal interests in a $10,000 
partnership. Rogers invests $8,000, and receives a one-third interest in 
the partnership. Give journal entries showing two methods of recording 
the admission of Rogers. 

4. Duffy and Wilcox are partners with investments of $10,000 and $15,000 
respectively. Duffy receives two thirds of the profits; Wilcox, one third. 
Carter invests $10,000 and is given a one-fifth interest in the partnership, 

(a) Give journal entries sho\ving two methods of admitting Carter to the 
partnership, (b) Assume that Carter invests $8,000 and is given a one- 
third interest. Give journal entries. 

5. Adams and Baker are partners having investments of $16,000 and 
$8,000 respectively and sharing profits and losses equally. Give the 
journal entry for the admission of Donald as a partner under each of the 
following conditions; 

(a) Donald pays Adam.s $10,000 for one half of his interest. 

(b) Donald is given a one-third interest for an investment of $18,000 
(bonus method). 

(c) Donald pays Adams and Baker $G,000 each for a one-third interest 
in the partnership. 

(d) Donald invests $6,000 and receives a one-fourth interest (goodwill 
method). 

6. James, Roy, and Towne start a partnership on January 2. James 
invests $12,000; Roy, $8,000; and To\vne, $4,000. On December 31 the}" 
decide to dissolve the partnership. After pa}dng their debts, they have 
$6,000 in cash. How much should be paid to each partner? 

7. An accounting vTiter has referred to goodwll as a "master valuation 
account.” Considering “valuation accounts” as presented in Chapters 
XIII and XIV and “goodwill” as presented in this chapter, do you agree 
with this statement? 

8. William Lindell and Arthur McNeil are partners wdth capital invest- 
ments of $15,000 and $10,000 respectively. They share profits and losses 
in proportion to capital investments. Walter Greenup is to be admitted 
as a partner. Record in journal form the entries necessar}- to show the 
admission of Greenup under each of the following conditions: 

(a) Greenup invests $26,000 and receives a one-half interest in the part- 
nership. 

(b) Greenup invests $20,000 and receives a one-half interest in the part- 
nership. (Do not use goodwill.) 

(c) Greenup invests $20,000 and receives a one-third interest in the 
partnership. (Show goodwill.) 
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(d) Greenup bujs one half of the interest of each partner, paying LjsM 
$9 000 and AIcNeil $6 000 respectively 

(e) Greenup buys one third of Lindells interest for $6 000 and one half 
of McNeil s interest for SO 000 

(f) Greenup invests $25 000 and receives a one-third interest in the 
partnership (Use goodw-ill ) 


PROBLEMS 

1 Miller and George are partners sharing profits 80% and 20% respec 
lively On Januarj 2 their interests in the firm are as follows Miller 
$12 000, and George, $4 000 Henry is admitted as a partner upon the 
investment of $5,000 in cash 

Instructions Record the investment bv Henrv in general journal form 
under the following conditions 

G) Henry is given a one third interest, goodwill being recorded 

(2) Henry is given a one-third interest, a bonus being allowed to the neT 
partner 

(3) Henry is given credit (or the actual mvestment made 

4) Henry is given a one seventh interest, goodwill being recorded 

(o) Henry is given a one seventh interest, a bonus being allowed to tie 
old partners 

2 On December 31, Grant is retiring from the partnership of Bogert, 
Freedman, and Grant, who share profits equafij The balance sheet on 
that date is given below 


BOGERT FREEDMAN AND GRANT 
Balance Sheet 
December 31 19 


Cash 

20 000 

Liabilities 

5Q00 

Other Assets 

30 000 

Bogert, Capital 

Freedman, Capital 

Grant, Capita! 

20 OOO 
15 000 
10 000 ' 

Total Assets 

50 000 

Total Liab and Prop 

50 000 


Instructions Construct general journal entnes for Grant’s withdrawal 
under the following circumstances 

(1) Grant sells his interest to Bogert, he receives Bogert s personal note 
for $9 000 

(2) Grant sells his interest to Rhine, whom Bogert and Freedman ha'® 
agreed to accept as a partner for $12 000 cash 
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(3) Grant accepts $3,000 less than the book value of his interest and is 
paid in cash by the remaining partners. 

(4) Grant withdraws $8,000 in cash and accepts a note from Bogert and 
Freedman for the remainder, equal in total to his proprietorship. 

(5) Grant withdraws $8,000 in cash and $4,000 in other assets in exchange 
for his interest. 

3. The balance sheet of the firm of A, B, and C just prior to liquidation 
is as follows: 


A, B, AND C 
Balance Sheet 
June 30, 19. - 


Cash 

5,000 

Liabilities 

16,000 

Other Assets 

45,000 

A, Capital 

20,000 



B, Capital 

10,000 



C, Capital 

4,000 

Total Assets 

50.000 

Total Liab. and Prop. 

50,000 


A, B, and C share profits in the ratio of |, and i. 


Im^truclioiis: Prepare general journal entries to record the liquidation 
under each of the following circumstances, considered individually: 

(1) If all of the other assets are sold for $50,000. 

(2) If all of the other assets are sold for $35,000. 

(3) If all of the other assets are sold for $20,000. 

4. The partnership of Morris and William has the following post-closing 
trial balance on December 31 of the current year: 

MORRIS AND WILLIAM 
Post-Closinc. Trial Balvnce 

December 31, 19- - 





Cash 

Accounts Receivable. . 

Merchandise Inventory . 

Equipment ... 

Res. for Depr. of Equipment 

Accounts Payable . . . 

Frank Morris, Capital , . 

Walter William, Capital 

1 

, 11,000 
20,000 
12,000 
6,000 

1.500 

3.500 

23.000 

21.000 





49,000 

49,000 


It is agreed that a new partner, Robert Shiller, is to be admitted to 
the partnership. 
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(Oi-M 

Inslruciions (1) Prepare general journal entnes to correct the books <j{ 
Morns and Wilham before the new partnership was formed In making ths 
corrections, assume that Moms and William share benefits equally Ttj 
corrections are 

(a) A reserve lor bad debts amountmg to 5% ol receivables is to be set up 

(b) Merchandise in the amount of $2,000 is found to be obsolete and 
unsalable 

(c) Vanous unpaid vouchers amounting to $400 were not mcluded va 
accounts pavable at December 31 

(2) Prepare a new post-closing trial balance lor the balance for the part 
nership of Morns and William after the foregoing corrections 

(3) Record the admission of Robert Shiller as a partner, using the bonus 
method Shiller invests cash, $5,400, merchandise, $15,000, equiprrent, 
$5,000 He is to receive a one-third interest in the partnership and the profits 

(4) Prepare a balance sheet for the new partnership of Moms, WiUiam, 
and Shiller as of January 1 of the following year. 
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Part 1 

Preliminary Instructions. The purpose of this practice set is to provide 
material that requires the application of the principles discussed in pre- 
ceding chapters. The set is divided into two parts. Part 1 includes the 
transactions for July of a partnership that operates a retail paint busi- 
ness. Part 2, which follows Chapter XXIV, includes the transactions for 
August of the same business. The business is incorporated on August 1. 

Although the transactions are typical of those completed by a retail 
paint business, the purpose of the set is not to illustrate the methods and 
the records of a particular type of business, but rather the general princi- 
ples followed by all businesses. 

The books of original entry consist of: 

(1) A general journal with columns headed General Dr., General Cr., 
Accounts Receivable Cr., Social Security Taxes Dr., Federal Old-Age 
Benefit Tax Payable Cr., State Unemployment Tax Payable Cr., 
and Federal Unemployment Tax Payable Cr. 

(2) A sales journal similar to the one illustrated on page 328. 

(3) A cash receipts journal with columns headed General Ledger Cr., 
Accounts Receivable Cr., Sales Cr., Sales Tax Payable Cr., Sales 
Discount Dr., and Cash Dr. 

(4) A voucher register similar to the one illustrated on pages 276 and 277. 

(5) A check register ivith columns headed Vouchers Payable Dr., Pur- 
chases Discount Cr., F.O.A.B. Tax Payable Cr., Federal Income Tax 
Withheld Cr., and Cash Cr. 

(6) A petty cash book similar to the one illustrated on page 2.59. 

(7) A note receivable register similar to the one illustrated on pages 262 
and 263. 

(8) A note payable register similar to the one illustrated on pages 264 and 
265. 

At the end of the month the posting is to be proved by a trial balance, 
and schedules of the accounts receivable and the unpaid vouchers are to 
be prepared. In addition, an eight-column work sheet, a balance sheet, 
and a profit and loss statement are to be prepared; the accounts are to be 
adjusted and closed; a post-closing trial balance is to be taken; and revers- 
ing entries are to be recorded as of the first day of the next month. 

In actual practice, cash would be proved, a deposit made, and the 
individual accounts posted on each day. Because of the comparatively 
small number of transactions in the set, however, this work will be com- 
pleted only at the times indicated in the narrative of transactions. 
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The general ledger accounts to be used are 


Cash 

Petty Cash 
Notes Receivable 
Interest Receivable 
Accounts Receivable 
Reserve for Bad Debts 
Merchandise Inventory 
Store Equipment 

Reserve for Depreciation of Store 
Equipment 
Delivery Equipment 
Reserve for Depreciation of Delivery 
Equipment 
Office Equipment 

Reserve for Depreciation of Office 
Equipment 
Building 

Reserve for Depreciation of Building 
Land 

Store Supplies 

Office Supplies 

Prepaid Insurance 

Prepaid Interest on Notes Payable 

Notes Payable 

Interest Payable 

Vouchers Payable 

Federal Old-Age Benefit Tax Payable 
Federal Unemployment Tax Payable 
State Unemployment Tax Payable 
Federal Income Tax Withheld 
Sales Tax Payable 
Accrued Payroll 
Federal Income Tax Payable 
Property Taxes Payable 
Mortgage Payable 
A C Adams Capital 
A C Adams Personal 
M R Parker, Capital 
M R Parker Personal 
Preferred Stock 6% 


Common Stock 

Premium on Preferred Stock 

Earned Surplus 

Profit and Loss Summary 

Sales 

Sales Returns and Allowances 

Purchases 

Freight In 

Purchases Returns and Allowances 
Sales Salaries 
Advertising Expense 
Depreciation of Store Equipment 
Store Supplies Used 
Expired Insurance on Merchand se 
Expired Insurance on Store Equp 
ment 

Miscellaneous Selling Expense 
Delivery Salaries 

Depreciation of Delivery Equipment 
Expired Insurance on Deliver} 
Equipment 

Miscellaneous Delivery Expense 
Repairs on Building 
Depreciation of Building 
Expired Insurance on Building 
Property Taxes 
Officers Salaries 
Office Salaries 
Social Security Taxes 
Rent Expense 

Depreciation of Office Equipment 
Office Supplies Used 
Expired Insurance on Office Equip 
Tneiit 

Loss from Bad Debts 
Miscellaneous General Expense 
Purchases Discount 
Interest Income 
Sales Discount 
Interest Expense 


InstTuclions (1) Open the general ledger accounts numbenng the pages 
consecutively Not all of these accounts will be used during the first month of 
this practice set, but all should be opened at this time 

The balance sheet of June 30 of Adams & Parker, who operate a retail 
paint business, is as given on the following page 
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ADAMS & PARKER 
B.-\lakce Sheet 
June 30, 19— 



Assets 

(I 




Current Assets; 

1 




Cash 

f 3,117 

15 1 



Notes Receivable 

I' 950 

00 1 



Interest Receivable 

i '' 

54 1 



Accounts Receivable 3,358.90 

11 

f 



Less Reserve for Bad Debts. ... 112 OOl 

3,246 

81 I 




Merchandise Inventory 

32,738 

25 1 




Total Current Assets 


1 

40,059' 

75 


; Fixed Assets; 

!i ! 

:: 



Store Equipment 1,500.00 



1 



Less Reserve fot Depreciation 300.00 

1,200 

00 




Delivery Equipment 1,200.00 






Less Reserve for Depreciation 480.00 

i 720 

00 




Office Equipment 700.00 






Less Reserve for Depreciation 210 . 00 

! 490 

00 1 



Total Fixed Assets 


^ ' 

2,410 

00 


Deferred Charges to Expense: j 

■ 





Store Supplies i 

‘ 160 

00 




Office Supplies 

90 

00 




Prepaid Insurance 

70 

joo 




Total Deferred Charges to Expense. 

1 


320 

;00 


1 Total Assets 

1 1 


42,789{ 

75 


Liabilities 

1 

1 

' 


i 


Current Liabilities: 

i 





Notes Payable 

i 1,550 

00 




Interest Payable 

7 

89 




Vouchers Payable | 

' 4,724 

90 




Federal Old-Age Benefit Tax Payable 

127 

40 




Federal Unemployment Tax Payable. i 

38 

22 




State Unemployment Tax Payable ■ 

171 

99 



Federal Income Tax Withheld 

2371 

90 

' 


Sales Tax Payable 

1 224! 

85 





1 


7,083' 

15 


Proprietorship 

1 

i 

i 



A. C. Adams, Capital 

17,853 

|30 

1 



jM. R. Parker, Capital 

17,853 

30 

1 



Total Proprietorship ' 

I 

) 

i 35,706 

60 


Total Liabilities and Proprietorship | 

1 

i ' 

1 

i 42,789 

75 


Ins:trnc{io 7 is: (2) ^lake the opening entry in the General Dr. and Cr. 
columns of the general journal from the balance sheet. Post the entry. 
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The customers' accounts m the accounts receivable ledger are as 
follows 

T W Burke, 1330 Meier St, City 

H V Caldwell, Elmwood 

Carter Construction Co , 835 Chapel St , City 

Damon Building Co , 122 Somerset, City 

George W Emerson, 661 Carlisle, City 

J R Ferns, 411 Forest Ave , City 

C W Harnson, 8100 Beech Dnve, City 

Haines Construction Co , Ludlow 

Kennedy Contracting Corporation, 221 Lyons St , City 

Robert J Kirk, 1974 Sutter St , City 

Henry B Lange, 910 Mound Ave , City 

Roy D Lucas, 3950 Delmar St , City 

Masters Housing Corporation, 2723 Euclid St , City 

Meade Wall Paper & Paint Co , 4028 Eastern Ave , City 

Nelson Homes Co , 838 Park St , City 

Walter T Perry, Hamilton 

William W Ragan, 125 W Robbins, City 

L E Snider, Hamilton 

E A Tate 409 Pike Ridge, City 

Fred M Warren, 3019 Alpine St , City 

fnelrucltons (S) Open the accounts in the accounts receivable ledger, 
arranging the accounts in alphabetic order 


The details of accounts receivable on June 30 are 


NAilB 

Terms 

Date or 
Unraid 

Sales 

Sales 

Tax 

T W Burke 


Invoice 

June 21 

$195 30 

$ 3 91 

H V Caldwell 


June 13 

175 00 

3 50 

Carter Construction Co. 

2/10 

June 26 

312 75 

626 

Damon Building Co 

2/10 

June 23 

292 86 

5 86 

George W Emerson 


May 31 

137 45 

2 75 

J R Ferns 


June 6 

175 00 

3 50 

Haines Construction Co 

2/10 

June 25 

261 00 

522 

C W Harnson 

June 25 

112 50 

223 

K&nnedy C^jntrsctiag Corp 

2/10 

Jane 2A 

279 45 

5 59 

Robert J Kirk 


June 1 

155 75 

312 

Roy D Lucas 

Masters Housing Corp 

2 AO 

Mar 15 
June 26 

105 00 
202 95 

4 06 

Meade Wall Paper & Paint Co 

2 10 

June 25 

220 95 

4 42 

Nelson Homes Co 

2/10 

June 24 

337 50 

6 75 

Walter T Perry 

L E Smder 

Fred M Warren 

June 18 
June 18 
Feb 6 

100 75 
200 00 
37 50 

?3,S01 71 

$ 5719 

3,301 71 


Total Accounts Receivable $3,3o8 90 
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l7islrnclio7is: (4) Record the balances in the appropriate customers’ ac- 
counts. 

Contractors and painters receive a cash discount if payment is made 
within 10 days of the date of the invoice. All accounts are due by the tenth of 
the month following the month in which the purchase was made. 

The date of each sale should be shown in the Items column. The special 
terms allowed contractors should also be entered in the Items column. 


The unpaid vouchers in the vouchers payable file are as follows; 


Date 

VCHR. 

No. 

Name 

Date of 
Invoice 

Terms 

Amount 

May 27 

312 

Frazier & Gerard 

May 25 

n /60 

375.00 

June 10 

331 

Maxwell Glass Co. 

June 8 

1/30, n/60 

475.50 

11 

335 

Lewds Glass Co. 

June 10 

l/30,n/60 

565.75 

15 

346 

Hayden & Co. 

June 15 

n 30 

56.75 

15 

347 

Carey Brushes Corp. 

June 17 

2/15,n/30 

198.50 

17 

351 

DaNuson Hardware Co. 

June 18 

2/15,n/30 

237.50 

17 

352 

O’Keefe Supply Co. 

June 18 

2/15,n/30 

348.00 

19 

355 

Irwdn & Sons 

June 20 

2/15, n/60 

160.00 

22 

360 

Barron Bros. 

June 24 

2/10, n/30 

649.90 

28 

366 

Potter Paint & Paper Co. June 27 

l/30,n/60 

325.00 

29 

368 

Burgess Paint Co. 

June 28 

l/10,n/30 

350.00 

29 

369 

Ramsey Wholesale House June 28 

l/30,n/60 

525.00 

29 

370 

Spangler Supply House 

June 28 

l/30,n /60 

458.00 


Total Vouchers Payable 



$4,724.90 


hislrucdoiis: (5) Enter the unpaid vouchers in the voucher register in 
numerical order. Foot the Vouchers Payable Cr. column, check the footing 
nith the balance of the vouchers payable account in the general ledger, record 
the total, and rule with single and double lines. Place a check mark directly 
below the total to indicate that this total need not be posted. 


The notes receivable on hand are as follows: 

Note for $400 signed by William W. Ragan, dated April 16, our No. 19, pay- 
able at the Union National Bank, time 90 days, interest 6%. 

Note for $300 signed by Nelson Homes Co., dated May 11, our No. 21, payable 
at Liberty Bank & Trust Co., time 60 dej-s, interest 6%. 

Note for $250 signed by Carter Construction Co., dated June 29, our No. 25, 
payable at National Hamilton Bank, time 60 daj-s, interest G%. 

Inslrucdotts: (6) Record the details of the notes receivable in the notes 
receivable register. 
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The notes payable are as follows 

Note No 8, payable to Eilerson Company, dated April 13, payable at the 
City National Bank, time 90 days, interest 4%, face, $350 
Note No 10 payable to Joslin’s Painter Supply Company, dated May 9 
payable at the City National Bank, time 60 days, interest 6%, face $m 0 
Note No 13, payable to O’Keefe Supply Company, dated June 29 payable 
at the City National Bank, time 60 days, interest 5%, face $650 

Insirucltons (7) Record the details of the notes payable in the notes 
payable register 


Inslruehons (8) Enter the cash balance m small pencil figures in the 
Explanation column of the cash receipts journal for use in proving cash durag 
the month 


Insfruehong (9) Under date of July 1 record the reversing entries for 
interest receivable and interest payable 


Narrative of Transactions for July 

Julv 1 Sent a check to Carey Brushes Corporation m payment ol Voucher 
No 847 less discount Number the checks beginning with 361 

July 1 Prepared a voucher and issued a check to establish a petty cash 
fund of $25 from which small payments of $5 or less are to be made (All 
payments of more than $5 are made by check ) Number the vouchers begin 
ning with 375 

July 1 Prepared a voucher and issued a check for $360 to the Peterson 
Realty Co for July rent 

July 1 Received checks from customers as follows 
Damon Building Co , $292 86, to balance its account 
Nelson Homes Co , $337 50, to balance its account 

July 2 Paid $2 IS from the petty cash fund for repairs on a typewriter 
(Number the petty cash vouchers beginning with 1 ) 

July 2 Sent checks to the following creditors 

DaMsen HarAware Co , m payment ot "Voucher No 861 less discount. 
O’Keefe Supply Co in payment of Voucher No 352 less discount 
Barron Bros , m payment of Voucher No 360 less discount 

July B Made the following sales on account q. 

Sale No 661, T W Burke, $88 34, sales tax, $1 77, total invoice, ii 
Sales No 662, C "W Harmon, $253 30, sales tax, $5 07 total inioice, 

$258 37 

July S Received checks from customers as follows . „ 

Kennedy Contracting Corporation, $279 45, to balance its accoun 
discount 

Hames Construction Co , $261, to balance its account less discoun 
J R Ferns, $178 50, to balance his account 
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July 5. Made the following purchaaea on aceount: 

Burgeaa Paint Co., merchandiae, $!)02.7.o. Invoice dated .luly 2; 
l/10,n/30. 

Carey Brushes Corporation, merchandise, $709,10. Invoice dated .July 
.2; terms, 2 l.o,n 30. 

Jvly 5. Sent a check to Jrv.in Sr Som in payment of Voucher No. 3-55 less 
discount. 


Jvly 6. Made the following sale on account; 

Sale No. 063, Damon Building Co., $136.57; sales tax, $2.73; total in- 
voice, $139,30; terms, 2 10. 

Jvly G. Received checks from customers as follows; 

Masters Hou°ing Corporation, $202.9.5, to balance its account less di.scount. 

Carter Construction Co., $312.75, to balance its account lese di'"count. 

Jvly C. Paid $4.95 from the petty cash fund for the preparation of =alee 
let tens. 

Jvly C. Prepared a voucher and issued a check for the payroll for the 
week. The following data are provided by the payroll ck-rk and may be used 
as a ba.sis for the entries; 

Sales Salaries $325 00 

Delivery Salarie-- 65 00 

Office Salaries 1 00 00 


Total of Payroll $490 00 

Deductions; 

Employees’ share of Fedfral old-age benefit tax $ 1 90 

Employees’ income ta.x withheld 18 30 

Total Deductions ... 23 20 


Amount Paid $166 80 

Jvly G. Recorded the company’.*" liability for its "hare of the federal old- 
age benefit tax and for its federal and state unemplo.vment taxc". The data 
provided by the payroll clerk for this entrj' are a" follow"; 

Federal old-age benefit ta.x ^ t 90 

State unemplovunent tax 13 2.3 

Federal unemployment tax I t" 


Total social security taxrs ^19 60 

Jvly G. Cash ."ales for the week, Sl,17,8.t0, Saks tax coUceted, .^29.57. 


Jvly S. Received from Walter T. Perry a chrek for '^100,75 to balanee 
his account. 


Jvly 8. Made the following purchase on account; 

Ram"ey Whole°ale House, merch,andl=e, .$142.20. Invoire dat'd .fuly 6; 
term", 2 10,n 30. 


Jvly 8. Prepared a voucher and ksurei a check to .foilin’" 
Co. in payment of our note No. 10 and inte-rest due today. 


Painter Supply 
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July 8 Sent checks to the following creditprs 

Maxwell Glass Company, in payment of Voucher No 331 less djscoust 
Burgess Paint Company, m payment of Voucher No 368 less diseojnt 
July 8 Receised from L E Snider his 30-day, 6% note for $200 m pay 

ment of bis account This note was dated July 5 and is payable at the First 
National Bank Use the number 26 as the number for this note when you 
enter it in the notes receivable register 

July 9 Made the following sales on accourit 

Sale No 664 Carter Construction Co, $1139 07, sales tax, $6 78, total 
invoice $345 85 terms 2 10 

Sale No 665 Haines Construction Co , $710 55, sates tax, $14 21, totsl 
invoice $724 76 terms 2 10 

July 9 Prepared vouchers and sent checks to the following 
Collector of Internal Revenue, $127 40, fof quarterly payment of federal 
old age benefit tax 

Collector of Internal Revenue. $237 90, for quarterly payment of incmne 
tax withheld 

Bureau, of Unemployment Compensatvon, $171 99^ for oparteriv pavninit 
of state unemploymient tax 

Department of Taxation $224 85, for monthly payunent of sales tax 
July $ Received from H V Caldwell his 30-day, 6% note for $17550 
in payment of sale of June 13 This note was dated July 9 and is payable at 
the Union National Bank 

July $ Received a credit memorandum froni Carey Brushes Corporatjon 
for $131 merchandise returned on Voucher No 378 

July 10 Received checks from customers ^ follows 
Nelson Homes Company, $303 m payment of uote and interest due today 
Meade Wall Paper L Paint Co , $225 37, to balance its account 
T W Burke, $199 21, in payment of sale of June 21 

July 10 Made the following purchases , 

Hayden &, Company, office supplies, $85 40 Invoice dated July 10 
terms cash Issued check in payment j t i o 

Potter Paint &. Paper Co, merchandise $148 11 Invoice dated July 
terms, l/30,n/60 

July 10 Received from George W Emerson his 60-day, 6% oote for 
$140 20 in payment of sale of May 31 This note was dated July 10 ana i 
payable at the First National Bank 

July 10 Sent a check to Lewis Glass Company m payment of Voucher 
No 335 


July 11 Made the following sale on account . 

Sale No 666, Kennedy Contracting Corporation $175 95, sal 
$3 52, total invoice, $179 47, terms 2/10 
July 11 Give the deliveryman $2 80 from the petty cash fund forrepau 
to the delivery truck (Charge Miscellaneous Delivery Expense ) 


July 11 Made the following purchase 
Moms Supply Company, store supplies, $55, terms, cash 
in payment 


Issued check 
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July 11. Paid Charles Dawes .$15 for washing windows and cleaning 
office. (Charge Miscellaneous General Expense.) 

Jjily 12. Made the following sales on account: 

Sale No. 667, Henry B. Lange, $91; sales tax, $1.82; total invoice, $92.82. 

Sale No, 668, Nelson Homes Co., $718.65; sales tax, $14.37; total invoice, 
$733.02; terms, 2/10. 

July 12. Prepared a voucher and issued a check to Eilerson Company in 
payment of our note No. 8 and interest due today. 

July 12. Paid the Daily Times $75 for advertising. 

July 12. Paid the Broadway Garage $10.50 for repairs on deliverj’ truck. 
(Charge Miscellaneous Delivery Expense.) 

July 12. Sent Burgess Paint Co. check in payment of Voucher No. 377. 

July 13. Paid A. C. Adams $16.75 to reimburse him for entertaining 
customers. (Charge Miscellaneous Selling Expense.) 

July 13. Issued credit memorandum to Haines Construction Company 
for $107.10: merchandise returned, $105; sales tax, $2.10. 

July IS. Paid salaries for the week. Recorded the deductions for federal 
old-age benefit tax and the employee’s income tax and the company’s liability 
for its share of the federal old-age benefit tax and for its federal and state 
unemployment taxes. Salaries, deductions, and taxes were the same as on 
July 6. 

July IS. Cash sales for the week, $1,816.22. Sales tax collected, $36.32. 

Prove cash. The cash balance is $2,100.54. Cash is proved by comparing 
this balance with the sum of the cash on hand at the beginning of the month 
plus the cash receipts minus the cash payments. The totals may be entered 
in small pencil figures in the cash columns in the cash receipts journal and the 
check register, and the balance may be entered in small pencil figures m the 
explanation column of the cash receipts journal so that the amounts entered 
before this cash proof will not have to be used when cash is proved again. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. In actual practice this posting would be completed daily, 
but because of the comparatively small number of transactions in this set, 
the posting will be completed only at the times indicated in the narrative of 
transactions. 

IS. Received from William W. Ragan a check for $406 in payment 
of note and interest due today. 

July 15. Made the following purchase on account: 

Eilerson Company, merchandise, $1,180.25. Invoice dated July 13; 
terms, 1 /30,n 60. 

July 15. Sent Hayden & Company a check in payment of Voucher No. 346. 

July 16. klade the following sale on account: 

Sale No. 669, E. A. Tate, $850.30; sales tax, $17.01; total invoice, $867.31. 

July 16. Received from Damon Building Co. a check for $136.57 to 
balance its account. 

July 16. Borrowed $2,000 from the City National Bank on our OO-day, 
non-interest-bearing note. Received credit for the proceeds, $1,980. 
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July 16 Received a memorandum from Mr Parker stating that Air Fred 
M Warren has been declared bankrupt and that it js likely that his accouat 
will never be collected Write off the account as a bad debt 

July 16 Sent Ramsey Wholesale House a check in payment of Voucher 
No 380 less discount 

July 17 Paid $4 95 from pettj c^h for parcel wrappings {Charge 
Miscellaneous Selling Expense ) 

July 18 Sent Carey Brushes Corporation a check in payment of Voucher 
No 378 less discount 

July 19 Made the following sale on account 

Sale No 670, Meade Wall Paper Paint Co , $188 68, sales tax, $3 "7 
total invoice, $192 45, terms, 2/10 
July 19 Received checks from customers as follows 
Carter Construction Co , $339 07, to balance its account 
Heines Construction Co , $605 55, to balance its account 
Kennedy Contracting Corporation, $175 95, to balance its account 

July SO Paid $3 50 from the petty cash fund for mk and miscellaneous 
supplies to be used in the office 

July SO Issued credit memorandum to Nelson Homes Company for 
$26 56 merchandise returned, $26, sales tax, 56 cents 

July SO Paid salaries for the week and recorded the social security taxes 
Salaries deductions, and taxes were the same as on Julv 6 

July SO Cash sales for the week, $2,135 SO Sales tax collected $42 71 
Prove cash The cash balance is $6,692 24 

Post from the var'ous journals to the customers' accounts m the accounts 
receivable ledger 

July 2S Received irom Eilerson Company a credit memorandum lor 
merchandise returned, $245 

July S2 Received from Nelson Homes Co a check for $692 61 to balance 
its account 

July S3 Made the following sale on account 

Sale No 671. H V Caldwell $381 20, Bales tax $7 62 total invoice 
$388 82 

July S3 Made the following payments from the petty cash fund 
$2 81 to a cash customer who returned defective merc'hanclise menhiin- 
dise, $2 75, sales tax, 6 cents 
95 cents to Richard Barman for washing the windows 
July 23 Made the following purchase on account , 

Morns Supply Company, store supplies, $33 75 Invoice dated July i- 
terms, net 30 days 

July Sit Alade the following purchases on account 
Barron Bros, merchandise, $59150 Invoice dated July 22 te 
2 10,n/30 , ,.4 

Joslin’s Painter Supply Corporation, merchandise $325 Invoice t a 
July 24, terms 2/10,n/30 
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J^dy 2U. Gave Frazier & Gerard our 30-day, 6% note payable at City- 
National Bank in payment of Voucher No. 312. 

July 25. Paid the Daily Times $185 for advertising. 

July 26. Made the following purchases on account: 

Spangler Supply House, merchandise, $607. Invoice dated July 26; 
terms, l/30,n,60. 

Burgess Paint Co., merchandise, $578.50. Invoice dated July 24; terms, 
l/10,n/30. 

July 26. Issued credit memorandum to E. A. Tate for $45.90: merchandise 
returned, $45; sales tax, 90 cents. 

Jidy 27. Made the following sales on account: 

Sale No. 672, William W. Ragan, $269.43; sales tax, $5.39; total invoice 
$274.82. 

Sale No. 673, J. R. Ferris, $475.50; sales tax, $9.51; total invoice, $485.01, 

Jidy 27. Sent checks to the following creditors: 

Potter Paint & Paper Co. in payment of Voucher No. 366, 

Ramsey Wholesale House in payment of Voucher No. 369, 

Spangler Supply House in payment of Voucher No. 370. 

July 27. Paid salaries for the week and recorded the social security taxes. 
Salaries, deductions, and taxes were the same as on July 6. 

July 27. Cash sales for the week, $1,820,25. Sales tax collected, $36,41. 

July 29. Received from Meade Wall Paper & Paint Co. a check for $188.68 
to balance its account. 

Jidy 29. Made the following purchase on account: 

O’Keefe Supply Co., merchandise, $997.50. Invoice dated July 27; terms, 
2/15,n/30. 

July 30. Paid telegram charges of $1.25 from the petty cash fund. 

July SO. Issued credit memorandum to William W. Ragan for $8.75: 
merchandise returned, $8.58; sales tax, 17 cents. 

July 31. In accordance with the partnership agreement, the partners 
withdrew the following amounts as salaries: 

A. C. Adams, $400 
M. R. Parker, $500 

July 31. Paid Sinton Drayage Company $112.75 for freight and drayage 
in. 

Jidy 31. Prepared vouchers and issued checks for the following bills: 

The Gas & Electric Co., $25.25, for gas and electricity. (Charge Miscel- 
laneous General Expense.) 

Bell Telephone Co., $16.25, for telephone service. (Charge Miscellaneous 
General Expense.) 

Broadway Garage, $27.25, gas, oil, and miscellaneous delivery truck ex- 
penses. 

July 31. Prepared voucher and issued check for $23.36 to replenish the 
petty cash fund. 

July 31. Cash sales for July 29-31, $828.95. Sales tax collected, $16.58. 
The cash balance is $7,224.14. Prove cash. 
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Post to the accounts in the accounts receivable ledger 
Post to the general ledger accounts from the general coluinns of ths 
general journal the cash receipts journal and the %oucher register 

Total and rule the various special journals and post the totals to the appra. 
priale general ledger accounts 


Periodic Summary 

As the proprietors A C AdamsandM R Parker, consider each month to 
be a separate fiscal period the periodic aummary must now be compls ei 
The partners ha\e agreed that Mr Adams is to receive $400 and Mr Parler 
$500 and that profits or Josses after these allowances are to be dnided 
equally When the books are closed any balance^ in the persona! acconns 
are to be closed to the capital accounts 

The additional data required for the periodic summary are 
Merchandise inventor) 

Interest accrued on notes receivable 
Loss from bad debts an additional of charge eale® 

Depreciation store equipment 10 % a j ear 

delivery equipment 25% a year 
office equipment 10% a year 
Inventories of supplies store supplies 
office supplies 

Insurance expired on merchandise 

on store equipment 
on delivery equipment 
on office equipment 
Interest accrued on notes payable 
Prepaid interest on notes pajabJe 
Accrued Payroll Data 
Sales Salaries 
Deliver) Salaries 
Office Salanes 
Social Security Taxes 
Federal old age benefit tax payable 
Federal unemploy ment tax paj able 
State unemplo)ment tax pavable 

Part £ of this praeltee set eoiitatninQ U « naTraitve of transaciionsJOT 
begins on page il9 immedialely after Cftapfer ^ Y/V The bools of aecoa j 
July icifj be needed at that time 


116 ■’a 

ires 
2 50 
203 
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100 


15 00 


162 50 
S’ 50 
50 00 
9 81 
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CHAPTER XXI 

CORPORATION PROPRIETORSHIP 


During the past half centuiy the corporate 
form of business organization has rapidly 
increased in importance. With the gro^vth of large business units 
has come a demand for amounts of capital so large that they are 
obtainable only from many investors. Such investors desire income 
and limited liability, but they are unable to undertake active manage- 
ment. The coi-poration satisfies these needs and has today become 
the dominant foim of business organization. 


The most commonly quoted definition of a corporation is perhaps 
that of Chief Justice Marshall. "A corporation is an artificial being, 
invdsible, intangible, and existing only in contemplation of the law.” 
The concept underhung this definition has become the foundation 
for the prevailing legal doctrine that a corporation is an artificial 
pereon, created by law and having a distinct existence, separate and 
apart from the natural pei-sons who are responsible for its creation 
and operation. Although the doctrine is admittedly a legal fiction, 
it is disregarded only when a court believes that justice requires such 
action. The owners of the corporation are called stockholders, but 
the stockholders do not constitute the corporation. The corporation 
is a "separate entity." 


CHARACTERISTICS OF As a legal entity the corporation has certain 
A CORPORATION characteristics that distinguish it from other 

types of business organization. The most important of these chaiacter- 
istics vill be considered briefijn 

(1) Separate Legal Existence. Being a distinct legal entity, the 
corporation may act under a corporate name. It may obtain, hold, and 
dispose of property in its corporate capacity. It may borrow funds 
and assume other obligations. It maj' enter into contracts with out- 
sidera or with its ovm stockholders. 

(2) Transferable Units of Proprietorship. The interests in the 
propnetorship of a corporation are divided into ti'ansterable units 
knovm as shares of stock. The owmers of the corporation, knowm as 
stockholders, may sell this stock without interfering with the opera- 
tions of the corporation. 

(3) Limited Liahilitu of Stockholders. Since a corporation is a 
separate legal entity, it is responsible for its owm acts and obligations. 

379 
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Creditors of a corporation may not look beyond the assets of the 
corporation for satisfaction of their claims Thus, the loss that a 
stockholder may suffer is limited to the amount of his investment 

(4) Continuity oj Existence The life of a corporation depends 
upon the terms of its charter, it may be perpetual or it may continue 
for a specified penod of years It is not affected by the death or the 
incapacity of its stockholders 

(5) Taxation of Income The earnings of a corporation are subject 
to federal income taxes These eammgs are again subject to income 
taxes when distributed to stockholders as dividends 


WORKING In a corporation the proprietorship is vested 

OF A*co^PO RATION stockholders, acting as a "legal entity ’ 

The ownership of the stockholders is en 
denced b> shares of stock Elach share of stock gives the holder the 
nght to one vote in the meetings of stockholders The poner of each 
member therefore depends upon the number of shares he owns 
In many corporations the membership is so large and widespread 
that most stockholders are unable to atb^nd the annual meeting 
Such stockholders may delegate their authority to an agent who 
votes their stock This delegation is accomplished by signing a paper 
known as a proxy 

Although the ultimate control of the corporation is vested in the 
stockholders the latter exercise this control only indirectly The) 
elect at regular intervals, usually annually, a board of directors to 
whom they delegate the duties of supervising and controlling the 
operations of the business The directors usually submit to the stock 
holders annual reports showing the results of the operations of the 
past year 

The board of directors select the general executiies to whom thej 
delegate the responsibility of administering the activities of the cor 
poration These executives usually consist of a president, one or 
more vice-presidents, a secretary, a treasurer, and a controller The 
controller is the chief accountmg officer and meets with the other 
executives m determining operating policies of the corporation 
Although all the executives are selected by the board of directors 
they act under the authority and the control of the president 

The chart on the following page shows this narrowing down of the 
responsibility from the numerous stocldiolders to the president 
then shows the delegation of administrative duties from the presiden 
to the employees of the corporation 
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Corporate Form of Organization 

An illustration ot this delegation of duties is found in a manu- 
facturing firm that has a \dce-president in charge of production and 
under him a superintendent of shops. The latter, in turn, has subor- 
dinate to him departmental foremen, who direct and control the 
activities of the workers. 

STOCKHOLDERS AND The stockholders of a corporation have no 
PROPRIETORSHIP direct personal ownership in the assets of 

the enterprise. Neither do they have a direct interest in the earnings 
of the corporation until the earnings have been distributed as diw- 
dends. Instead they have a contract with the corporation gi%nng 
them an interest in the corporate proprietomhip and the right to 
participate in the management and the earnings of the enterprise. 

Tlie proprietorship of a coi-poration, like the proprietorship of 
an indi\’idual, is the difference between the assets and the liabilities. 
The corporate proprietorship, however, is composed of two elements: 
a stated proprietomhip, represented bj" a f^ven number of shares 
at a specified amount per share, and a residual proprietoi'ship, shoving 
the results of the operations of the corporation. The stated proprietor- 
ship is the value assigned to the capital stock. TMien the proprietor- 
ship of a corporation is greater than the amount of the capital stock, 
the e.xcess is known as surplus; when it is smaller than the amount of 
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the capital stock the difference is known as deficit The total p^ti- 
pnetorship of a corporation consists of the capital stock plus 
surplus or ramus the deficit. These terms are illustrated belovr fo 
the General Manufactunng Gompanj 


Proprietorship 

$60 000 

Propnetorship 

$4oOOO 

Capital Stock (stated pro- 


Capital Stock 

oO OOO 

pnetorship) 

50 000 



Surplus 

$10 000 

Deficit 

$ oOOO 


To show the difference in the proprietorship accounts of a sole 
propnetorship and a corporation assurae original m%estments la 
each case of $oO 000 on Januarj 2 1949 earnings in 1949 of $o OOO 
and a loss of $15 000 in 19o0 no wtbdrawal or distnbution of profits 
being made The propnetorship accounts vsould appear as follow 


Sole Proprietorship 
Jan 2 1949 Jones Capita) $o0 000 
Dec SI 1949 Jones Capital 55 000 

Dec 81 19o0 Jones Capital 40 000 


CORPORATIOV 

Jan 2 1949 Capital Stock $sODDO 
Dec 31 1949 Capita! Stock dOOOO 
Surplus 6 OOO 

Dec 31 lOoO Capital Stock oOOOO 
Deficit 10 OOO 


When surplus is set up as an account it normall} has a credit 
balance showing the difference between propnetorship and captal 
stock If propnetorship is less than capital stock, the surplus balance 
IS a debit and is called deficit This is illustrated below 


Surplus 

Debit balance is called Deficit j Credit balance is called Surplus 


Deficit IS then a balance sheet term apphed to a debit balance 

classification of a corporation raaj issue set era! classes of 
CAPITAL STOCK capital stock each embodjung different terms 

and carrying different privileges The most common clarification 
is that of common stock and preferred stock Ckimmon stock has no 
preference over an> other stock of the compan> as to dividends or 
assets but carries with it the n^t to participate in the management 
of the corporation by voting at stoddiolders* meetings Preferred 
stock has some kind of preference over the ordinary or comm^ 
stock It IS alwajs preferred as to tiie distnbution of profits to 
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understand the effect of this preference, it is necessary to consider 
bi-iefly the method of distributing the profits of a corporation. 

Stockholders invest in a corporation in order to participate in its 
earnings. The board of directors determines when the corporation is 
financially able to distribute to its stockholder a portion or all of its 
earnings. Such a distribution of earnings is called declaring a dividend. 
Dividends are usually stated as a certain amount per share, as ?5 
per shar’e or $2 per share. 

To make its stock attractive to investors, a corporation may issue 
a portion of it with preference as to dividends. This means that, when- 
ever profits are distributed, the preferred stockholdei-s will receive 
their share first, the common stockliolders receiving the balance of 
the distribution. Preterred stock is sometimes given a preference as 
to distribution of assets in case of dissolution and liquidation of the 
corporation. If the net assets are insufficient to repay the invest- 
ments of all stockholders, payment will be made first in total to pre- 
ferred stockholders, and the balance remaining will be distributed to 
the common stockholder. 

If a corporation earns a high rate of return, common stock will be 
more desirable than preferred stock. For example, assume a corpora- 
tion with 1,000 shares of common and 1,000 shares of 6 per cent pre- 
ferred, each issued at a value of $100 a share. If $15,000 is to be dis- 
tributed as di\fidends, the preferred stockholders will i-eceive $6,000 and 
the common stockholders $9,000. Common stoclcholders in this case 
receive a 9 per cent dividend, which is 50 per cent larger than the 
preferred. 

The participation of holdei^ of preferred stock in the earnings of 
a conioration is ordinarily limited to the rate specified on the stock. 
Preferred stock that is limited to the specified rate is known as non- 
participaling. If the holders of preferred stock receive an additional 
rate when earnings are adequate to pay the Iiolders of common stock 
more than the specified rate, the prefen-ed stock is knowm as partici- 
pating. 

Since most prefen-ed stock is nonparticipating and has a limited 
diwdend rate, provision is usually made to have any diridends not 
paid accumulate. Such prefen-ed stock is knowm as C2imulative pre- 
fen-ed stock. If unpaid di-vidends do not accumulate, the preferred 
.stock is knowm as noncuimdatire. The following table illustrates the 
dividend participation of 6 per cent cumulative prefeired stock and 
common stock over a period of years (assuming $100,000 of each kind 
of stock outstanding) and the effect on surplus of the balance of 
profit and loss. 
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Dividend 

To Pre- 

To 



Year 

Profit 

TO BE 

ferred 

Coifiiov 

To 

Balavce 


OR Loss* 

Paid 

Stock 

Stock 

Surplus 

Surplus 

1945 

$15 000 

$10,000 

$ 6,000 

$ 4 000 

$ 5,000 

$ a 000 

1946 

25,000 

15 000 

6,000 

9,000 

10,000 

15 000 

1947 

10 000* 

-0- 

-0 

-0- 

10 000* 

5 000 

1948 

30 000 

15,000 

12.000 

3,000 

15 000 

20 000 

1949 

2 000 

3 000 

3,000 

-0- 

1,000* 

19 000 

1950 

25 000 

20,000 

9,000 

11,000 

5,000 

24 000 


In 1948 the preferred stock v.as paid $6,000 for back dividends for 
1947 and $6,000 for the current year In 1950, the preferred stock iras 
paid $3,000 for back dividends for 1949 and $6,000 for the current 
year 


CORPORATE The assets and the liabilities of a corporation 

TH? R*AL^Al?(r[rsM?E^ reported on the balance sheet in the 

same waj as the assets and the liabilities 
of a sole proprietorship or a partnership The proprietorship section 
of the balance sheet, however, is different It ordinarily shove's eadi 
class of capital stock and the surplus or the deficit For example, the 
propnetorship section of a balance sheet for a corporation with $100,000 
of 6 per cent cumulative preferred stock, $200,000 of common stock, 
and a surplus of $75,000 is as follows. 


PBOPRIETOBSHU' 

Capital Stock 

Preferred Stock (6 per cent cumulatne) $100 000 

Common Stock 200 000 


Total Capital Stock 
Surplus 


$300 OOO 
75,000 


Total Proprietorship 


$375 OOO 


If the same corporation had suffered losses from operations and 
had accumulated a deficit of $50,000, its proprietorship wonld bJ 
reported on the balance sheet m the manner shown below. 


PROPRIETOnSHlP 

Capital Stock 

Preferred Stock (6 per cent cumulative) $100,000 

Common Stock 200,000 


Total Capital Stock $300 000 

Less Deficit 50,000 

Total Proprietorship ?250 000 
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VALUE OF STOCK 


The value of the stock of a corporation is 
spoken of in terms of shares. A share may 
have six different values: par value, book value, market value, liquida- 
tion value, stated value, and redemption value. 


Par Value. Par value is the value assigned to each share of stock 
when the charter is issued. It is stated on each certificate. Par value 
and face value are sometimes used as sjmonyms. No-par- value stock 
does not have par value, but it has the other values discussed in the 
following paragi-aphs. 


Book Value. The par value of the capital stock does not measure 
the proprietorship. The par value of the capital stock plus the sui-plus 
or minus the deficit equals the actual proprietorship. Book value is 
obtained by di\iding the proprietorship by the number of shares 
outstanding. Thus, if the balance sheet of a corporation shoivs a 
capital stock of $100,000 (1,000 shares having a par value of $100) 
and a surplus of $35,000, the book value of each share is $135. If, 
instead of a surplus of $35,000, there is a deficit of $35,000, the book 
value of each share is $65 (($100,000— $35,000) 1,000]. 

If a corporation has both preferred and common stock, the par 
NVilue of the preferred stock must be subtracted from the total pro- 
prietorship in finding the book value of the common stock. If the 
par value of the common stock on the first partial balance sheet on page 
384 is $100, the book value of one share of common stock is $137.50 
(($375,000— $100.000) - 1 - 2,000]. l^Tien the deficit is $50,000 as shown 
on the second partial balance sheet on page 384, the book value of one 
share of common stock is $75 (($250,000 — $100,000) -e 2,000]. 


]\[arkel Value. The prices quoted daily on the New York Stock 
Exchange or on other stock exchanges pro\dde the best e^^dence of 
market value. Literally. 7narkc( value means the price the stock wall 
bring on sale. Earning capacity rather than book value affects the 
market value of stocks. The stock mentioned above with a book 
value of $135 nright have a market value of $175 if its earnings were 
high or only $75 if its earnings were low. 

Other Values. The other values are stated value, liquidation value, 
and redemption value. Stated value indicates that part of the price 
received for no-par stock that is credited to Capital Stock; the balance 
is credited to Capital Surplus. Liquidation value is the amount in 
dollai-s that will be paid on each share if the corporation is liquidated. 
Redemption value usually applies to a preferred stock and is the amount 
the corporation must pay to redeem each .‘:hare of outstanding stock. 
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INCORPORATION A corporation is “authonzed by law and 

created by charter ” Since a corporation is 
created by permission from governmental authority and under the 
supervision of a governmental umt, legal formalities must be met 
before a charter will be granted Although these legal requirements 
vary in the different states their general nature can be indicated 
The t 3 Tncal method of organization involves tivo steps (1) obtaining 
subscnptions to stock and effecting a tentative organization, (2) 
obtaining the permission of the state to commence business operations 
The law usually stipulates what the application for incorporation must 
contain In many cases the state merely approves the apphcation for 
incorporation The application then becomes the charter of the cor 
po ration 

A corporation must conform to the corporate laws of the state in 
which it has been or^nized If it extends its operations bej ond the 
state it IS subject to the federal laws involving interstate cormnerce 
and the laws of all states in which it carries on business It is aho 
subject to that general control which any state exercises over all 
business organizations 

CERTIFICATE OF Thc charter states the powers that the cor 

INCORPORATION poration possesses and the limitations under 

which it must operate The provisions governing the form of the 
apphcation for incorporation vary m different states, but m general 
they include all the important feature peculiar to a corporation 
such as the name, the purpose, the duration, the location, and the 
capitalization 

To illustrate what is required, the follownng provisions from the 
statutes of the state of New York are given 

Three or more persons may become a stock corporation for an> 
purpose or purposes by making, subscribing, acknowledging, and filing 
a certificate which shall state 

(1) The name ol the proposed corporation 

(2) The purpose or purposes for which the corporation is to be formed 

(3) Either the amount of the capital stock and the number and par 
value of the shares of which it is to consist, or if the corporation is to issue 
shares without par value, the statements required by Section 12 

(4) If the shares are to be classified the number of shares to be mduded 
m each class and all of the designations, preferences prmleges, and'otiri 
powers of the shares of each class, and the restnctions or qualificatior 
thereof 

(5) The city, village or town and the county m which the office of the 
corporation is to be located 
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(6) The duration of the corporation. 

(7) The number of its directors . . . not less than three. 

(8) The names and post-office addresses of the directors . . . 

(9) The name and post-office address of each subscriber listed on the 
certificate of incorporation and a statement of the number of shares which 
he agrees to take . . . 

The certificate must be signed by the three or more persons who 
make application for the charter, and their signatures must be ac- 
knowledged by a notary public or some other de.si.gnated official. 


ISSUING STOCK IN \^nien a corporation receives its charter, the 

OR OTHER ASSETS books ot record may be opened. The in- 

coi-porators, or organizers, of the corporation 
have, in most cases, performed some transactions prior to the grant- 
ing of the charter and should have kept a record of them. These 
transactions are not, however, transactions performed by the cor- 
poration; therefore, no entries should be made in the records of the 
corporation until the charter has been obtained. 

The opening entries of a coiporation are similar to those of other 
types of business organizations in that they record the assets that 
the corporation has acquired and the liabilities, if any, that the cor- 
poration is to assume. The proprietorship of the corporation at the 
time of formation is recorded as one item; it is not credited to ac- 
counts %\ith the indi\idual members of the organization, as would be 
done in the case of a partnership. 

The simplest case that can be taken by way of illustration is that 
of a corporation, the entire authorized capital stock of which has been 
sold for cash. The Holmes Manufacturing Company is organized on 
March 15 with an authorized capital stock of $800,000, consisting of 
4,000 shares of 5 per cent preferred stock and 4,000 shares of common 
stock, each ha\ing a par value of $100. If all the capital stock is sold 
for cash on March 15, the transaction in general journal form would 
be: 


Mar. 15 Cash 800,000 

5% Preferred Stock 400,000 

Common Stock 400,000 


Sold 4 000 shares of 5% preferred stock and 
4 000 shares of common stock at SlOO a share 
par value and issued the stock. 

After this entry has been posted to the ledger, the cash account 
will contain a debit of $800,000, the preferred stock account a credit 
of $400,000, and the common stock account a credit of $400,000. 
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In the previous discussion it was assumed that stock was sold for 
cash and that the cash was invested in the assets needed by the ccr 
poration Occasionally stock is exchanged for assets directly, in this 
case a pnce must be assigned to the assets acquired For example 
if a lot IS to be acquired as a site for a building to be used b> the cor 
poration, the board of directors must know the pnce of the lot in 
order to determine the number of shares to be exchanged for it If 
the pnce is SIO.OOO and shares of common stock are being sold for 
cash at $100 par value, the number of common shares to be gi\en for 
the land would be 100 The entry would be 

Mar 20 Land 10000 

Common Stock 10 000 

Exchanged 100 abates of common stock at 
$100 a share for land as per contract 

If payment for the stock had been made with several pieces of 
propertj such as machmerj, buildings, and land, which were to be 
retained for use by the corporation, the opening entry would ha\e 
recorded the lanous assets as follows 

Mar 20 Machinery 150,000 

Buildings 155 000 

Land 95,000 

Common Stock 400000 

Issued 4 000 shares of common stock (par 
%alue $100) m return for machinery build 
mgs and land acquired from C D Evans 
m accordance with the contract on file 


AUTHORIZED CAPITAL jt IS often desirable to have the charter 
authonze the issuance of more stock than 
the quantity to be issued at the time of the formation of the corpora 
tion The company is then relieved of the necessity of appljing for 
a change in the charter at the time when it may wnsh to increase its 
capital For example, if the charter of the B C Olmsted Companj 
authorizes an issue of only $400,000 of common stock, the amount 
already issued but at a later time $200,000 of additional capital L«i 
needed, it would be necessary for the company to have its charter 
revised before it could issue the additional stock 

If the charter, however, authorizes the issuance of common stock 
amounting to $600,000 and only $400,000 has been issued, the remain 
mg $200,000 of stock can be issued at any time without further authon 
zation from the state 

The authorized capital stock of the B C Olmsted Company maj 
be reported m a footnote on the balance sheet m the following manner 
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Common Stock Outstanding $400,000* 

Surplus. 120,000 

Total Proprietorship $520,000 

Total Liabilities and Proprietorship 520,000 

’Authorized Common Stock, $600,000. 


In some cases the charter specifies no pecuniary value for each 
share of stock, but states merely the number of shares to be offered 
for sale. Such stock is of no-par value. Each share of stock, however, 
represents a proportionate equity in the corporation. 


CHANGING FROM A From a legal point of view, changing from 

A CORPORATION ^ partnership to a corporation necessitates 

(1) the dissolution of the partnership, which 
is usually effected by an agreement between the partners, and (2) 
the fulfillment of all the requirements imposed by the state upon the 
incorporators, which is ewdenced by the charter granted by the 
state. From an accounting point of view, two steps are necessary: 
(1) the books of the partnership must be closed according to the 
partnership agi'eement and (2) the books of the corporation must be 
opened in compliance vith the provisions of the charter. 

To illustrate the change of a partnership to a corporation, it may 
be assumed that W. L. Slater and H. S. Bm-bank are partners. In 
order to obtain additional capital for the e.xpansion of their enter- 
pi'ise, the partners decide to incorporate. 


Closing the Books of the Partnership. The balance sheet of the 
partnership is shown on the following pages. 

The new corporation, to be called the Slater Corporation, is to 
have an authorized capital stock of $500,000, consisting of 5,000 
shares of common stock with a par \’alue of $100. The corporation is 
to take over the assets and to assume the liabilities of the partnership 
at revised values and is to issue to W. L. Slater and H. S. Burbank, 
in payment for their business, capital stock amounting to the revised 
proprietorship of the partnership. In addition, a new associate, D. C. 
Bennett, agi'ees to invest $75,000 in cash. He is to receive 750 shares 
of stock. 

Before turning the partnei-ship assets ov’er to the corporation, it 
is decided to recognize certain changes in the valuation of the firm’s 
assets. It is estimated that $5,000 should be added to the reserva for 
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Current A^ets 
Cash 

A.ccountE Recei'x able 
Less Res ior Bad Debts 

Mercb 2 iidi*ie In\enton 
Total Current \s«ets 
Fixed Assets 

Sto'e Equipment 

Less Res for Depreciation 
Builduigs 

Less Res for Depreciation 
Land 

Total Fixed Assets 
Total Assets 


TG- ^ 

SLATEP A^D 
Balance Seet' 

S 2o 000 

SlOoOOO 

5 000 100 000 

IdQ 000 

jroooo 


S 6 000 

1 OOO S 5 000 
5100 000 
20 000 SO 000 
50 OOO 

ISd P'lC 
410 OPD 


Balance cbeelof 


bad debts that the merchandise mtenton should be 'mitteii dcmi 
to $130 OOO and that the land should be t\T]tten up to $6o 000 Tii* 
entnes on Januan 2 id the books of the partnersbp to •^co’d 
change are as follovvs 


Jan Loss and Gain on Reialuation o 000 

Re«ler^ e fo’ Bad Debts 9 

To increa«!e protisjon for uneoDeetible accounts. 

2 Loss and Gam on Keialuation 
Merchandise Inienton 

To reduce \aiuatJOn of merchandise in\entorr 
in accordance '»itb current market ■values. 

2 Land 

Loss and Gain on Re\ alustion 

To mcreaoe book >-aIue cf land to present 
1 aluatjon 

2 tv L Slater Capital 
H S Burbank, Capital 
Loss and Gam on Keialoation 

To diEtnbute loss on revaluation to partners 
capital accounts in the p'ofit and Joss ratio 

The losses and -the gam nn^t havo been debited and cre5i ed 
directh to the capital accounts but m this instance ^e losses^ 
the gam are first accumulated m an account entitled Loss and ^ 


a 000 
a 000 


30 000 
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BURBANK 
December 31, 1949 

Liabilities 

Current Liabilities: 

Notes Payable . ^ 50,000 

Accounts Payable 100,000 


Total Current Liabilities $150,000 

Proprietorship 

W. L. Slater, Capital . $155,000 

H. S. Burbank, Capital 105,000 


Total Proprietorship 260,000 


Total I-iiabilities and Proprietorship $410,000 


a Partnership 

on Revaluation, which in turn is closed to the capital accounts. This 
method is often preferred when a number of assets are revalued. 

The following entries are made in the partnership books to record 
the sale of the business and the consequent dissolution of the part- 
nership: 

Jan. 2 Slater Corporation 400,000 

Reserve for Bad Debts 10,000 

Res. for Depreciation of Store Equip 1,000 

Res. for Depreciation of Buildings 20,000 

Cash 25,000 

Accounts Receivable 105,000 

Merchandise Inventory 130,000 

Store Equipment 6,000 

Buildings . 100,000 

Land 65,000 

Sold the assets of the business to the Slater 
Corporation. 

2 Notes Payable 50,000 

Accounts Payable 100,000 

Slater Corporation 150,000 

Transferred the liabilities of the business to 
the Slater Corporation. 

2 Stock, Slater Corporation 250,000 

Slater Corporation 250,000 

Received 2,500 shares of the capital stock of 
the Slater Corporation in payment of the 
amount due for the partnership business. 
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2 W L Slater, Capita! 150,000 

H S Burbank, Capital 100 OOO 

Stock, Slater Corporation 250 000 

Distnbuted tbe 2,500 shares oi stock ol the 
Slater Corporation to the partners 


The posting of these entnes tviU close all the accounts in the ledge: 
of the partnership The partnership will then be completely disaolved. 


Opem7ig Oie Books of the Corporation On the books of the corpcn 
tion entries must he made to record the assets received and the issuance 
of stock The fixed assets are recorded at them net cost to the eoipora 
tion, the ongmal cost and the depreciation taken by the former Dvrner 
are not shoini For accounts receivable, however, both the gross 
amount and the resene are shoum, because the uncollectible accounts 
haie not actuallj been determined and the asset therefore cannot 
be written doim to its estimated net imlue 

The opening entnes, m general journal form, for the Slater Cor 
poration are as follows 


Jsn 2 Cash 25.000 

Accounts Kece!\ able 105 000 

Merchandise Inventorj ISO 000 

Store Equipment S 000 

Buildings SO, 000 

Land 65 000 

Re3er\ e for Bad Debts 10 000 

Slater and Burbank, \endors 400 000 

Purchased the assets of Slater and Burbank 

2 Slater and Burbank %endors 150 000 

Notes Paj able 50 000 

Accounts Paj able 100 000 


Assumed the liabilities of Slater and Burbank 


2 Slater and Burbank \ endors 250,000 

Oiujmivi. 250^000 

Issued 2,500 shares of common stock to Slater 
and Burbank on the transfer of their business 
to the corporation 


2 Cash 

Common Stock 


Issued 7o0 shares of stock to D C Bennett 
for cash 


After these entnes hate been postal to the ledger, the following 
balance sheet for the Slater Corporation may be prepared. 
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SLATER CORPORATION 
Balance Sheet 
January 2, 1950 


Assets 

Current Assets: 

Cash 

Accounts Receivable 
Less Res. for Bad Debts 

Merchandise Inventory 

Total Current Assets 

Fixed Assets: 

Store Equipment 
Buildings 
Land. . 

Total Fixed Assets 
Total Assets 


?100.000 

$105,000.00 

10,000.00 95.000 


130,000 


.? 5,000 

SO. 000 
65,000 


Liabilities 

Current Liabilities: 

Notes Payable 
Accounts Payable 

Total Current Liabilities 

Profkietokship 

Common Stock Outstanding 

Total Liabilities and Proprietorship 

*Authori7,ed Common Stock $500,000 

Balance Sheet of a Corporation 

GOODWILL ON MTien a partnership is converre 

CORPORATION corporation, the amount of st 

ACCOUNTS partners may be grearsr rnr.' 

assets acquired by the corporation. This difreccrce is ? 
goodwill. This practice was fully described in the ih:~ ■ 
ships. For e.xample, if a corporation acquire a y.ur.r 
exchange for 500 shares of its stock (par vA.'ne -h — ^ ~ 
the following assets and assumes the folltwirr tuunittrS- tre 
is the difference between the par value tf the etr ^ ut 
and the net worth acquired. Calculat!-— tt tr ' rmtl is 
following page: 


$ 50,000 
100,000 


$.325,000 

150,000 

$475,000 


150,000 

325,000* 

$475,000 



gtvVt'C. •. , 
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Assets Acquired 
Cash 

Accounts Receivable (net) 
Inventories 
Fixed Assets (net) 
Deferred Charges 

Total Assets 

Liabilities Assumed 
Notes Payable 
Accounts Payable 
Mortgage Payable 

Total Liabilities 

Net Assets Acquired 
Stock Given in Exchange 

Goodwill 




$ 8 000 
34 000 
20 000 
60 000 
3 000 


$I2a 000 


815 000 
2o 000 
40 000 


80 000 

$ 4o 000 
oO 000 


COMPARISON OF THE 
CORPORATION AND 
THE partnership 

ferences between the 
following outline 


“T’oration and the 
partnership rcveaU more completelj the 
rature of the corporation The chief dif 
0 forms of organization are shown in the 


Corporation 

1 Separate legal entity 

2 Continuity of existence 


4 Obligations ansing only from t 
acta of agents or officers 
0 Profits do not belong to stoc 
dit? dividends are d 


Partnership 

1 Identification of organization with 
the individuals who compose it 

2 Automatic dissolution arising 
from death withdrawal or in 
capacity of a partner 

3 Unlimited personal liability of the 
partners 

4 Obligations ansmg from the acts 
of any partner 

5 Profits are personal profits of 
the partners 


6 

7 


Control of stockholders „ 


Payments to stockholders 
sonal services are expenses 


for per 


6 Control of partners is direct and 
personal 

7 Payments to partners for personal 
services are a disposition of earn 


7P>. t. 

like a sole prSnetorahra ^ partnership 

own it and is thorof ^ identified with the persons who 

BTclSt hfr e" “f organization 
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QUESTIONS 

1. F. R. Blake and John C. Davis are partners in the firm of Blake and 
Davis, each having a proprietorship of §20,000. The firm is incorporated 
with an authorized common stock of §60,000. Two hundred shares of 
stock, each having a par value of §100, are .sold at par to R.O.Good. 
Both Blake and Davis receive the same quantity of .stock for their in- 
terest in the partnership. How is the proprietorship reported on the 
balance sheet? 

2. R. W. White is considering the purchase of stock in The Nash Manu- 
facturing Company. He finds that the stock is quoted on the stock ex- 
change at §65 a share. In examining the reports of the company, he 
obtains the following information from the latest balance sheet: current 
assets, §25,000; fixed assets, §40,000; current liabilities, §10,000; common 
stock, §50,000; .surplus, §5,000. There are 1,000 shares of stock out- 
standing. (a) If the stock is no-par-va!ue stock, at what average price 
was it is.sued? (b) What is its book value? (c) What is its market value? 

3. Harry Bullis owns 1,000 of the 5,000 shares (par value §100) of the 
General Manufacturing Company. The company earned §100,000 in 
1950. The board of directors declared §10 a share in dividends during 
the year. Was Bullis’ income for 1950 §10,000 or 1 5 of §100,000? UTiy? 

4. Charles Wayt purchased 100 shares of the preferred stock (§100 par 
value) of the Acme Manufacturing Company at §90 a share on March 
6, 1949. On July 1, he received a semiannual dividend of §350. On Januarv- 
2, 1950, he received from the company a check for §10,750, canceling the 
.stock. What are the stock values included in this illustration? IVTiat 
was the dividend rate on the preferred stock? 

o. The balance sheet of the Y Corporation shows assets of §175,000, 
liabilities of §50,000, and surplus of §25,000. It ha.s outstanding 500 
shares (§100 par) of preferred stock and 500 shares (§100 par) of common 
stock, (a) What is the book value of the preferred stock? (b) What is 
the book value of the common stock? (c) If the preferred stock were 
participating, how would your answer differ? 

6. The board of directors of the newly organized Shore Corporation 
decide to purchase the factory of C. A. Randall. On Randall's books 
the assets are recorded as follows: land, §5,000; building cost, §25,000; 
reserve for depreciation of building, §10,000; machinery cost, §50,000; 
reserve for depreciation of machinerv", §20,000. Present market values 
are: land, §10,000; building, §20,000; machinerv-, §40,000. Common 
stock is issued to Randall at par (§100 1 in e.xchange for the propertv’. 
Give the journal entry on the books of the Shore Corporation. 
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7. The Ferns Transportation Company made the following net eanungs 
in SIX successive years $10,000, $15,000, $5,000, $2,500, $20,000, $25,000 
It had outstanding 1,000 shares of common stock and 1,000 <;hares of 
6 per cent preferred stock, each share having a par value of $100 Four 
fifths of the profits were paid each year as dividends How much did 
each stockholder receive on a share if the preferred stock was cumulative 
and nonparticipating’ 

8 Ahem Inc has $100,000 of 6 per cent cumulative and nonparticipat- 
ing preferred stock and $100,000 of common stock, The amounts dis- 
tnbuted as dividends during five years were first year, $2,000, second 
jear, $15,000, third year, $30,000, fourth year, $20,000, fifth year, $6,000 
How much was paid each jear on each class of stock’ What percentage 
was paid on common stock each year’ Which stock was the better in 
vestment if both were purchased at the par value’ 


PROBLEMS 

I The Howard Corporation and the Dodd Corporation both received 
their charters and began business on January 2, 1944 Both corporations 
had the same capitalization 2,000 shares of 8% cumulative preferred 
stock, par $100 and 2,000 shares of common stock, par $100 In each 
case the board of directors declared dividends on preferred stock when 
ever there was a credit balance in the surplus account at the end of the 
year and declared dividends on common stock amounting to one half 
of the difference between the eanungs in anv year and the preferred 
dividends paid m that year 

The profits and the losses (after provision for income tax) for a penod 
of seven jears are as follows 



Howabd 

Dodd 


Corporation 

Corporation 

lb44 

$18,000 loss 

$ 8,000 loss 

1945 

12 000 profit 

2 000 loss 

I94fi 

20 000 profit 

38 QOQ profit 

1947 

40 000 profit 

64,000 profit 

1948 

36 000 profit 

90,000 profit 

1949 

30,000 profit 

78,000 profit 

1950 

34,000 profit 

86,000 profit 


Inslrucltons (1) Show the diatnbution of the profit or the loss for each 
corporation Use columns with the following headings Year, Income, To 
Preferred Stock, Balance Due on Preferred Stock, To Common Stock, To 
Surplus or Deficit, Balance of Surplus or Deficit Indicate negative or minus 
items by encircling them 

(2) Total the two columns showing the amounts paid on preferred and 
common stock What was the amount received per share on common and 
preferred stock for the se\en-year penod’ 
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2. Arthur Crawford, the owner of a retail dry goods business, and tw’o 
of his clerks decide to form a corporation issuing $10 par common stock 
and 6% cumulative, $100 par preferred stock. Each clerk is to invest 
$1,500 in the Crawford Corporation and is to receive 150 shares of common 
stock. Mr. Crawford is to receive preferred stock based upon the revalued 
assets and liabilities. Cash is to be withdrawn by Mr. Crawford so that 
an even multiple of 10 shares will be received. Mr. Crawford is to receive 
in addition 200 shares of common stock in payment for the goodwill of 
his dry goods business. 

The post-closing trial balance on December 31, 1950, at the end of 
a year’s operations and before the revaluation of assets and the organiza- 
tion of the corporation is as follows: 


Cash. $ 3,700 

Merchandise Inventory 32,000 

Equipment 12,000 

Reserve for Depreciation of Equipment . $ 5,000 

Accounts Payable . 9,000 

Arthur Crawford, Capital 33,700 


$.17,700 $47,700 


The following assets are to be revalued: 

Merchandise Inventory, $29,000. 

Increase Reserve for Depreciation of Equipment by $2,000. 

hisiructions: (1) Prepare general journal entries to: 

(a) Revalue the assets and record the goodwill as agreed. 

(b) Record the withdrawal of cash. 

(c) Record the sale of the business to the corporation. 

(2) Prepare journal entries to open the books of the corporation. 

(3) Prepare the balance sheet for the corporation. 

(4) Assuming a profit of $7,360, after income ta.\, for the succeeding 
year, what dividends would each of the three men receive if 509c of the profits 
are to be distributed as dividends? What rate will he paid on common stock'’ 

3. Three gi'ocery store oumers decide to merge and incorporate Iheii 
respective stores, X, Y, and Z, to form the Modemmart Chain Stores 
Inc. The corporation is authorized to issue 3,000 shares of preferred 
stock, par value $100, and 20,000 shares of common stock, par value 
$25. Preferred stock is to be distributed to the three owners on the basis 
of one share for every $100 of the net assets of their respective companies. 
All assets are to be revalued as of the date of the proposed merger, June 
30, 1950. Common stock is to be issued at par for goodwill of Company 
X, $24,000, and Company Y, $5,500. The preferred stock will be dis- 
tilbuted on the basis of the net assets, exclusive of goodwill, after giving 
effect to the revaluation. 
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To obtain cash to bufld a new branch, 10,000 shares of common are 
sold at par to the public. 

Balance sheets of the three companies pnor to the incorporation of 
June SO are 


Resets 

X 

1 

z 

Cash 

no 000 

$10,000 

$ 5 000 

Merchandise Ini enton 

50,000 

23,000 

40 000 

Equipm'’nt 

35,000 

24 000 

35,000 

Building 

56,000 

— 

— 

Land 

25,000 

— 

~ 

Total ^sets 

$176 000 

$57,000 

$80 000 

L1A£ILITIE£ and Ppoprietoeebip 

A.cco>,ntE Pai abl® 

$ 30,000 

$20 000 

$25 000 

Prop*ieto*ship 

146 000 

37,000 

55 000 

Total Liab and Propne’o*Bhip 

JJ76,000 

$57,000 

$80 000 

^sets a*e to be reialued as follows 

Merchandise Irn ento'i 

$ 45 000 

$20 000 

$35 000 

Land 

20 000 

— 

— 


/rr'nidzor® 1 P-epare geae“aj journal entnes for each of the three 
eoapacjes to •eeo'd the re\ aluation of assets and the joodwiQ 

2 Prepare re\'ised balance sheets for each of the three companies in 
the 10*25 shown in this p*oblera. 

S Comp-.t» the snimb^ of shares of p*efe-red and cotninon stocl each 
of the three fo*me* o'wnerg will reeene fo* their companies. 

4 Prepare a balance sheet as it will appear after the me*ger and tie 
sale 0 ’ the 10 000 shares ol common stoeh to the public for cash at par 
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CORPORATION ACCOUNTS AND RECORDS 

RECORDING In the preceding chapter it was assumed 

CAp^TAL^^KDCK*"^ Corporation stock was exchanged directly 

for cash or property. Ordinarily before stock 
is actually sold a corporation accepts subscriptions for its capital 
stock. Those who expect to become stockholders subscribe for stock, 
thereby agreeing to pay cash at a later date for the shares for which 
they subscribe. This amount represents a receivable of the corpora- 
tion and is debited to an account entitled Subscriptions Receivable. 
At the same time the proprietorship of the corporation has been in- 
creased and an account entitled Stock Subscribed is credited. Each 
of these accounts represents a situation involving subsequent trans- 
actions. The subscriber must pay his subscription; the corporation 
must issue the stock certificate. Since stock certificates are freely 
transferable, it is not advisable for the corporation to issue stock imtil 
the subscription is fully paid. 

Separate receivable and subscribed accounts should be set up for 
subscriptions to prefeired and common stocks. Subscriptions to pre- 
feired stock would require the use of the accounts Subscriptions 
Receivable Prefen-ed and Prefen-ed Stock Subscribed; to common 
stock, the accounts Subscriptions Receivable Common and Common 
Stock Subscribed. 

The subscriptions receivable accounts are controlling accounts. 
They control the subscribers’ ledgers in which accounts with individual 
subscribers are set up. Tlie relation of the subsidiarj^ ledger in this 
case is exactly the same as the ciistomers’ ledger described in Chapter 
VIII. 


SUBSCRIPTION To illustrate the use of accounts for stock 

i^LLUST^ATE^^^ subscriptions, assume that on July 1 the 

Evans Corporation receives subscriptions for 
500 shares of common stock at par $100. The journal entry below 
is made to show the corporation’s claim against the subscribers and 
the subscribei-s’ equity in the coi-poration; 

July 1 Subscriptions Receivable Common 50,000 

Common Stock Subscribed 50,000 

Received subscriptions for 500 shares of common 
stock at par, ?100. 


399 
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In accordance 'inth the term* of the subscnption contract a par 
ment of $40 on each share is made on the s^me date The foUoTrmg 
entn records the receipt of the cash and the credit to the su.b^c^be^s 

Ju]\ 1 Cash 20 000 

Subscnptjons Recej\able Common 20 000 

Recen ed partial paAToent of $40 a spare on 500 
share'! ol common stock Mibscnbed 

The final payment on the stock sub'Cnptions is received on JuIt 
15 and is recorded as follows 

Juh 15 Cash 30 000 

Subccnptnons Peceix'able Common SO 000 

Recen ed final pa\'meDt of $60 a share on oOO 
shares of common slock subscribed 

Since the stock has now been full; paid for, it ma; be issued The 
following entn records the issuance of the stock 

Jul\ lo Common Stock Subscribed oOOOO 

ComTnon Stock oOOOO 

Issued *00 shares of common stock to ‘'ubscnbers. 

The nature of the subscriptions receivable and the stock subscribed 
accounts i-s shown b; the use of T accounts id the chart below Thev 
are temporan accounts and cease to function after full pavment has 
been received on the stock sub<amptions. 


Tempojup; AccotTVTs 



SUBSCBtPTIONS 


Cash 

RECCnABLE 

Common Stock 

b 20 000 

a 50 000 (b) 20 000 

j(d) oOOOO 

c 30 000 j 

c 30 000 

1 


Common 

Stock ‘^x’bsicribed 


(d 50 OOO a 50 OOO 

The transactions (a) to d) illustrated are the same as tho«e shown 
in the journal entnes It should be noted that the temporarv accounts 
are in balance after full pa'vment has been recen ed 

If a corporation recen es subscriptions to its preferred 'tock an^ 
later collects cash on thei.e subscriptions the accounting entnes would 
be similar to tho^e shown abo; e except that tb^ accounts Subscnptio^ 
Receivable Preferred and Preferred Stock Subscribed would be used 
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if a balance sheet of the corporation is prepared before subscrip- 
tions receivable are full}^ paid, the balance in the subscriptions receiv- 
able account would appear as a cuivent asset and the balance in the 
stock subscribed account would appear as a proprietoi’ship item. 


ISSUING STOCK AT Capital stock is sometimes issued for more 

DIS*C0UNT^ ^ value. When this is done, 

a new account is set up to record the diffei-ence 
between the selling price and the par value. 'iWien stock is issued for 
more than its par value, it is said to be issued at a premhim; when 
it is issued for less than par value, it is issued at a discoiait. In many 
states corporations are not permitted to issue stock for less than par. 

If stock is subscribed at a premium, the subscriptions receivable 
account is debited for the selling price, the stock subscribed account 
is credited at par, and a premium on stock account is credited for 
the difference. Assume, for example, that the Evans Corporation, 
mentioned previously, received subscriptions for 500 shares of its 
preferred stock at $110 a share on July 25. The entry to record the 
subscription is: 


July 25 Subscriptions Receivable Preferred 55,000 

Preferred Stock Subscribed . 50,000 

Premium on Preferred Stock 5,000 


Received subscriptions for 500 shares of pre^ 
ferred stock at $110 a share. 


If the laws of the state permitted and the above stock had been 
subscribed at a discount, the difference between the par value and 
the subscription price would have been debited to an account en- 
titled Discount on Preferred Stock. For example, if the subscriptions 
to prefeiTed stock mentioned above had been at $90 a share, the entry 
to record the subscriptions would be: 


July 25 Subscriptions Receivable Preferred 45,000 

Discount on Preferred Stock 5,000 

Preferred Stock Subscribed 50,000 


Received subscriptions for 500 shares of pre- 
ferred stock at $90 a share. 


Premium on Preferred Stock and Discount on Prefeired Stock are 
valuation accotmts affecting the par value set up in the preferred 
stock account. Since these amounts arise out of stock transactions, 
they are not considei-ed as coi'poiTition earnings or losses. They are 
thei-efoi'e set up on the balance sheet under the heading Capital Sur- 
plus. (See illustration on page 402). 
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Assume that the stock of the Evans Corporation that was §ub- 
scnbed for at $110 on July 25 was to be paid for, one half at once and 
the balance on August 10 On July 25 the following entry would 
be made to record receipt of the first payment. 

July 25 Cash 27,500 

Subscnptions Receivable Preferred 27,500 

Received partial payment of ?55 a share on 500 
shares of preferred stock subscribed 

On August 10 the final payment would be recorded, together with 
an entry for the issuance of the stock These entries are shown below 

Aug 10 Cash 27,500 

Subscriptions Receivable Preferred 27,500 

Received final payment of $55 a share on 500 
shares of preferred stock subscribed. 

Aug. 10 Preferred Stock Subscribed 50,000 

Preferred Stock 50,000 

Issued 500 shares of preferred stock to sub- 
scnbers 

A balance sheet prepared for the Evans Corporation on July 31, 
before the August 10 transactions, would appear as follows: 


EVANS CORPORATION 
Balance Sheet 
July 31, 1949 



Assets 


Proprietorship 


Cash 

Subscnpticpns 

Preferred 

Receivable 

S 77,500 

27,500 

Preferred Stock Sub- 
scribed 

Common Stock 

$ 50,000 
50,000 




Capital Surplus* 

Premium on Preferred 
Stock 

5,000 

Total Assets 


$105,000 

Total Propnetorship 

$105,000 


Both of the assets are current assets, since Subscriptions Receiv- 
able Preferred are due on August 10 The premium on preferred 
stock IS shown on the balance sheet as Capital Surplus. 

On August 10, after the second payment on subscriptions has been 
collected and the preferred stock has been issued, the balance sheet 
would appear as follows. 
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EVANS CORPORATION 
Balance Sheet 
August 10, 1949 


Assets Proprietorship 

Cash $105,000 Preferred Stock ... $ 50,000 

Common Stock , . 50,000 

Capital Surplus: 

Premium on Preferred 
Stock 5,000 

Total Assets $105,000 Total Proprietorship .. . . $105,000 


CAPITAL SURPLUS The chief source of corporate surplus is un- 
AND EARNED SURPLUS (distributed earnings of the corporation. WTien 
corporate profits are retained and not paid as dividends to stock- 
holdeis, the increase in proprietorship comes from earnings and is 
shown by increases in the surplus account. If only earnings and div- 
dends affected surplus, then all surplus would be earned surplus. 

As is shown in the preceding paragraphs, surplus is affected by 
transactions other than those showing earnings and ditidends. TNTien 
stock is sold at a premium, a credit is made to the surplus account 
Premium on Stock. Such an item is clearly not an earning of the cor- 
poration and therefore differs from the earned surplus. It is called 
capital siirplns to distinguish it from earned snrphis. Increases in 
proprietoi’ship, beyond those shown in the capital stock accounts, 
from sources other than earnings are called capital surplus items. 
On the balance sheet, capital surplus and earned surplus should be 
shown as two separate items. 

Because of popular misunderstanding of the term “surplus,” there 
is a gi'owng movement to avoid the word in published corporation 
balance sheets. In place of “earned sui-plus" the phrase “retained 
income” is often used; in place of “capital surplus,” the phrase “paid- 
in capital.” Both of these phrases, “retained income” and “paid-in 
capital” avoid the use of the misinterpreted “surplus” and express 
verj" well the nature of the two items. 


CORfORATION 

EARNINGS 


The determination of the profit or the loss 
for a corporation is similar to that for a 
sole proprietomhip or a partnemhip. The corporation account Profit 
and Loss Summary contains the same income and expense items. 
However, after the net profit of a corporation has been found, two 
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differences appear (1) provision for corporation income tax and (2) 
declaration and payment of dividends to stockholders 

While both of these items are a part of the year’s operations, it is 
prevailing practice not to show dividend declarations as a part of 
Profit and Loss Summary The balance of the profit after the pro 
vision for income tax is transferred to the earned surplus account 
Dividend declarations are then charged to this surplus account rather 
than to Profit and Loss Summary or to a separate income distnbution 
account 


INCOME TAX AND Of the three forms of business organizations 
STAT?Mw\s corporation needs accounts to 

record income tax liability Since the paj- 
ment of income tax is made m the year followng that for which the 
tax is assessed the balance sheet of a corporation shows a current 
liability for this tax until payment has been made Among the current 
liabilities on such a balance sheet there is commonly an item that 
may be termed Provision for Federal Income Tax, Reserve for Federal 
Income Tax or Federal Income Tax Payable Since the tax is payable 
within a >ear the account is classified as a current liability 

Income tax differs from other taxes m that, by provision of the 
law, It is not an expense of the business The law is worded m such 
a way that income tax represents a participation by the taxing au 
thonty in the profits of the corporation The government is the first 
participant in the distribution of earnings For example if the earn 
mgs of a corporation for one year are $100,000 and the federal income 
tax rate on corporations is 40 per cent, the amount of federal income 
tax payable dunng the following year is $40,000 The entry to record 
the income tax liability in this case is 


Dec 31 Profit and Loss Summary 

Federal Income Tax Payable 

To record the income tax liability 


40 000 

40 000 


Since federal income tax is not treated as an expense but is con 
sidered to be a participation in the profits by the government, federal 
mcome tax is not included in the expenses on the work sheet or on 
the profit and loss statement On the work sheet the provision for 
federal income tax is shown as a dKtnbutjon of the net profit On 
the profit and loss statement, the provision for federal income tax is 
reported as a deduction from net profit Parts of the work sheet and 
the profit and loss statement, showing the provision for federal income 
tax are given on the following page 
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Name of Account 


I Profit and Lo.ss 
i Statement 

Balance Sheet 

1 Dr. Cr. 

Dr. Cr. 





. ■ 

1 268, .57,5 

j 368,575 

1 .537, 290! 437,290 

Provision for Federal Income 

1 1 
1 . 1 

1 i 

i 


Tax 

' j' 

1 40,000 


i ' 40,000 

Net Profit after Provi.sion for 

( 

1 

1 

1 ' 

Federal Income Tax i 

i 

j 60,000 

li 

h 

' i 60,000 

1 [, 


ll 

.368,575 

j! 368,575 

1 .537,290'’ .537,290 


1 1' 
1 

1 


1 1 


Provision for Federal Income Tax on the Work Sheet 


Net Profit before Provision for Federal Income Tax 
Less Pro\'ision for Federal Income Tax 

Net Profit after Provision for Federal Income Tax 


? 100,000 

40,000 

? 60,000 


Provision for Federal Income Tax on the Profit and Loss Statement 


DIVIDEND After the current liability for federal in- 

declaration pigg balance of the 

AND PAYMENT ^ i i <. r, 

profit and loss summary account may be 

closed into the earned surplus account. As stated above, dividend 
declarations are usually debited to the earned surplus account. 


Declaration and payment of dividends involve two separate acts 
and may be separated in large corporations by one or more months 
in time. The declaration of a dividend is at the discretion of the 
board of directors. If the board feels it is advisable, it declares a 
dividend. The resolution declaring the dividend states the time it 
is to be paid. The entries for declaration on December 27 and pavinent 
on Januarv' 20 are shonm below and on the following page: 


Dec. 27 Earned Surplus. 

Preferred Dividend Payable 

Common Dividend Payable 

To record the declaration on Dec. 27 o: the 
regular G'f'c dividend on prefe.med stock and an 
STc dividend on common stock, payable on 
Jan. 20. 


6,000 

8,000 
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Jan 20 Preferred Dividend Payable 
Common Dividend Payable 
Cash 

To record the payment of preferred and common 
dividends declared by the board on Dec 27 


6,000 
8 000 

14 000 


ORGANIZATION Expenditures incurred in the organization 

EXPENSES Qf ^ corporation, such as fees paid to the 

state and attorneys’ fees, are charged to an asset account Organization 
Cost or Organization Expense The items charged to this account 
should be restricted to those having to do with the formation of the 
corporation and should not include the installation of accounting 
systems, advertising campaigns or professional fees for plant con 
struction and layout 

The organization expense account is usually classed as an intangible 
asset and theoretically should be charged off over the estimated life 
of the corporation Since it is difficult to foretell the life of the cor 
poration and since this asset has practically no exchangeable value 
it IS common practice to write it off over a penod of five years The 
amounts wntten off are charged to earned surplus, as they are not a 
deductible expense for income tax purposes Assume the organization 
expenses of the Evans Corporation were $1,500, the annual wnte-off 
would appear as follows 

Dec 31 Earned Surplus 300 

Organization Expense SOO 

To v/nte off one fifth of the organization ex* 
pense 

In successive years Organization Expense would appear as an 
intangible asset at $1,200, $900, $600, and $300 before it itas written 
off entirely 


BALANCE SHEET OF Accounts most commonly associated with the 
CORPORATION Corporate form of organization have been 

discussed A balance sheet contaming the balances of such accounts is 
^nown onpage 4trr and a related surplus statement is shown on page 4'!!^ 

These statements were prepared for the O’Connell Merchandise 
Co at the end of the fourth year of operation Several items shown 
on these statements are worthy of special note 

(1) Dunng the year 1950, subscnptions were received for 5000 
shares of common stock (par value $10) at par, and one half of this 
subscnption has been collected The ownership interest of the new 
subscnbers is shown m item (1) Common Stock Subscribed, $50 000 

(2) Under the heading “Intangible assets’’ is shown the balance 
of the organization expense account This was onginally $20,000 



Ch. 221 


CORPORATION ACCOUNTS AND RECORDS 


407 


O’CONNELL MERCHANDISE CO. 
Balance Sheet 
December 31, 1950 


Assets 

Current Assets; 

Miscellaneous Current Assets $195,000 

(1) Subscriptions Receivable Common 25,000 


Total Current Assets $220,000 

Fixed Assets; 

Miscellaneous Fixed Assets 227,000 

Intangible Assets; 

(2) Organization Expense 4,000 

Deferred Charges to Expense: 

Miscellaneous Deferred Charges 34,000 


Total Assets $485,000 


Liabilities 
Current Liabilities; 

Miscellaneous Current Liabilities $ 35,000 

(3) Preferred Dixddend Payable No. 8 3,000 

(3) Common Dividend Payable No. 4 30,000 

(4) Federal Income Tax Payable 12,000 


Total Current Liabilities $ 80,000 

PROraiETORSHlP 

Capital Stock; 

Preferred Stock*' $100,000 

Common Stocld’ $200,000 

(1) Common Stock Subscribed 50,000 


Common Stock Outstanding and Sub- 
scribed 250,000 


Total Capital Stock Outstanding and Subscribed $350,000 


Surplus; 

Capital Surplus; 

(5) Premium on Common Stock 
Earned Surplus. 


$ 20,000 

35,000 


Total Surplus . . 


55,000 


Total Proprietorship 


405,000 


Total Liabilities and Proprietorship 


$485,000 


^AuthopjjtvJ Freforrctl 
^\uibor«rd Common Stock. 


2.000 par vnluo $100. 

50.000 pir valu^ $10. 


Balance Sheet of a Corporation 
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O CONNELL MERCHANDISE CO 


Sr^TEMmCT OF E4FKEI) SUKPLtlS 

For Ieo? EM>Er> Decembcb 31 1^50 


Earned Surplu'^ Januarv 1 1*100 

Net Profit for 19o0 


F4SODO 

3SQ OOP 

(4) 

Les^ Provision for Federal Income Tax 

Transferred to Earned Surplus 


12 OOO 

36 POP 


Total Earned Surplus 

Deductions 



fa 000 

(3) 

Dmdends on PrefeTed *^tock 




June 27 (Dmdend No 

$S 09(1 oo 




December 2*^ (Dmdend No S 

3 000 00 

J 6 000 


(3) 

Dmdends on Common Stock 





December 2^ Dmdend No 4 


SO OOO 


{21 

Organization Expense VTntten Off 

Total Deducpons 


4 OOP 

540 000 


Earned Surplus Decembe* 31 l*lo0 



SdOPO 


of Earoed Turpins 

and IS now reported at $4 000 four fifths of the amount having been 
wnttenoff dunnc the four ^ear? bv charffe> to Earned Suiploa. 

(8) The regular «;einiannual dividend on preferred and a dividend 
on common of ?1 50 a share were declared on December 2S parable 
Januan 8 to «tociio3deri of recond on Januarv 4 The account 
Preferred Stock Dividend Parable \o s indicates the eighth dividend 
declared on preferred <^ock since incorporation and the account 
Common Stock Dmdend Parable No 4 indicates the fourth dindend 
declared on common stocL Both dindend" are listed on the balance 
sheet as current liabilities and on the «wplas "Statement as deductions 
from Earned Surplus. 

(4) The net profit for the 0 Connell hlerchandise Co fo" the 

1 ear 1950 was S4S 000 The fir?t charge against this profit was 010 
for federal income tax. The amount of income tax is shown on the 
‘surplus statement as a deduction from net profit and on the balance 
'=heet under the heading ' Current Laabihties.’ 

(5) ’Die 0 Connell "Merchandise Co vas authorized to issue 

2 000 shares of 6 per cent cumulative preferred stock with a par value 
of §100 and 50 000 shares of common stock with a par value of 510 
Immediatelv after organization 1000 shares of p’^erred and lOOOO 
shares of common were issued at par In Januarv, 194S 10 000 ad 
ditional shares of common ‘dock were issued at 512 a share. The 
premium on common stod». $20 000, is shown on the balanc® ^eet 
under the headmg “Capital Surplus.” 
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RECORDS REQUIRED The accounts of a corporation are essen- 

BY A CORPORATION ^jally the same as those of any other tj-pe of 
business organization. The few additional accounts requii-ed can be 
added in the general ledger. The books of original entry need not be 
different from those used by a sole proprietorehip or a partnership. 
The only distinctive records required by a corporation are those used 
to record the corporate activities of the company. The records most 
commonly used for this purpose are: (1) the minute book, (2) the 
subscription book, (3) the subscribers ledger, (4) the stock certificate 
book, and (5) the stockholder ledger. 


Minute Book. The minute book is the legal record of the proceed- 
ings of all meetings of the stockholders and of the board of directors. 
It often includes the charter and the bylaws as well. This record 
book serves as authority for actions of the officers and furnishes data 
for important entries to be made by the accountant. In it are found 
decisions on matters such as the purchase and the sale of property, 
the investment of surplus funds, the declaration of dividends, the 
obtaining of additional funds through the issue of bonds or additional 
stock, and the maintaining of reseiwes and sinking funds. 

Subscription Book. In most states the laws governing the creation 
of corporations provide that a substantial part of the capital stock of 
a corporation must be subscribed before a charter will be granted. 
Blanks containing the subscription contract are usually prepared, 
and the signatures of those who agree to subscribe for stock are placed 
on them. These subscription blanks may later be filed in a binder and 
referred to as the subscription book. 

Subscribers Ledger. The subscribers ledger contains accounts with 
the individual subscribers to capital stock. An account with each 
subscriber is debited from the subsciiption book for the amount that 
the subscriber agi'eed to pay for the stock and is credited from the cash- 
book with the payments made in full or on account. The subscriptions 
receivable accoimt in the general ledger is also debited with the total 
of the subscriptions and is credited with the total of the cash received 
from subscribers. 

The accounts Subscriptions Receivable Preferred and Subscrip- 
tions Receivable Common control the subsidiary ledgem Preferred 
Subscriber Ledger and Common Subscriber Ledger. Summarized 
postings are made occasionally to the controlling accounts; individual 
or detailed postincs are made currently to the subsidiary ledger accounts. 

Stock Certificate Book. The stock certificate book consists of blank 
stock certificates numbered serially and bound in book form with a 
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stub for each certificate If both preferred stock and common stock 
are issued, a different kind of certificate is ordinarily used for each 
class 

As ma> be seen by reference to the illustration below, each stock 
certificate contains the name of the corporation, the amount of the 
capital stock the total number of shares, and the number of shares 
represented by the certificate When stock is issued, the cerh^cate 
and the accompanying stub are filled out The stub serves as a per 
manent record of the number of shares of stock represented by the 
certificate the name of the person to whom the stock has been issued, 
the date of issue, and the fact that the stock is an original issue or 
a reissue 

When stock is transferred, the owmer must fill out the form for 
an mdorsement that is printed on the back of the certificate 










Stock Certificate wilb Stub Attached 


Stockholders Ledger The stockholders ledger is a subsidiarj record 
of the capital stock outstanding It contains a separate account for 
each stockholder and is controlled bj the account or accounts in the 
general ledger that show the amount of capital stock outstanding 
The account of each stockholder is credited wnth the number of 
shares of stock purchased by him and is debited \vith the number of 
shares sold or otherwise transferred by him The ownership, or pro 
pnetorship, of each stockholder is indicated, not by the par value or 
any other V’alue of the shares held, but by the number of shares held 

REGISTRAR AND Corporations whose stocks are listed on the 

TRANSFER AGENT York Stock Exchange are required to 

engage outside agencies to keep their stock certificate books and 
stockholders ledgers This requirement ensures proper handbng of 
stock certificates when thej are bought and sold The bujer or his 
agent turns in the old certificate to the transfer agent, who issues a 
new certificate and records the buyer as “stockholder of record" in 
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the stockholders ledger. The new certificate passes through the hands 
of tlie registrar before it goes to the buyer. Both the transfer agent 
and the registrar endorse the certificate at either end on the face, 
showing it has been properly issued. Wlien dividends are declared, an 
official list of stockholders is prepared to show who are entitled to 
dividend checks. If the buyer’s name does not appear on this list, 
the dividend check will be made out to the seller of the stock. 


CORPORATE RECORDS 
AND ACCOUNTING 


To summarize; The minute book contains a 
record of the proceedings of the meetings of 


the stockholders and of the board of dii-ectors. It is not a book of 


account, but it e^^dences the authority for impoilant entries made 


in the boolcs of account. 


The subscribers ledger is a subsidiary ledger controlled by the 
subscriptions receivable account in the general ledger. Wffien sub- 
scriptions are received, the blanks may be filed in a binder, which is 
referred to as the .subscription book. The amounts of the subscriptions 
are posted to the individual accounts in the subscribers ledger, and 
the total of the subscriptions is posted to the subscriptions receivable 
account in the general ledger. WTien pajunents on subscriptions are 
received, the individual amounts are posted to the accounts in the 
subscribers ledger and the total of the receipts is posted to the sub- 
scriptions receivable account in the general ledger, Wffien the po.sLing 
has been completed, the balance of the subscriptions receivable ac- 
count should equal the sum of the balances of the accounts in the 
subscribers ledger. 

The stockholders ledger is a subsidiary record of the capital stock 
outstanding. When stock is issued for the first time, the indi\idual 
accounts in the stockholders ledger are credited for the number of 
shares issued, and the capital stock account in the general ledger is 
credited for the par value of the shares. ^Wien stock that has once 
been issued is transfen’ed from one stockholder to another, an entrj' 
in the general ledger is not required since the total amount of capital 
stock outstanding has not been changed. The only entr}' necessary 
is that which is made from the stock certificate book to the individual 


accounts in the stockholders ledger. 

A corporation is ready to cany on its operations after a part or 
all of its stock has been sold, the charter has been obtained, and the 
preliminary data have boon recorded in the books. The fact that a 
business is incoiyorated does not mean that its activities are di.'^tinctly 
different from those of a sole proprietorship or a partncr.rinp. Xo 
matter what its legal organization may be, an enterprise must buy to 
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sell or produce to sell, it must meur expenses and realize profits if 
it is to continue in business and it must have these vanous trans- 
actions recorded in books of account in order to show its financial 
condition 

The difference in legal status between the corporation and the 
other forms of business orgamzation does not affect operations to a 
great extent Since the existence of a corporation is the result of 
procunng a charter the corporation is necessarily subject to the 
regulations and provisions set forth m that document It is subject 
also to the national and the state laws relating to corporations Other 
wise It acts as does a sole proprietorship or a partnership 

QUESTIONS 

1 The Regal Manufacturing Company has been organized to manu 
facture shoes At the end of the first day of its existence a tnal balance 
of its ledger is as follows 

REGAL MANUFACTURING COMPANY 
Trial Balance 
January 2 1950 


Cash $450 000 

Subscriptions Receivable Preferred 50 000 

Subscriptions Receivable Common 100 000 

Preferred Stock $200 000 

Preferred Stock Subscnbed IQO 000 

Common Stock 150 OOO 

Common Stock Subscribed 150 000 


$600 000 $600 000 

fa) Explain the meaning of the balance of each account, (b) How 
should the proprietorship be reported on a balance sheet prepared at 
this time’ (c) What is the total value of the assets of the corporation’ 

2 Subscnbers to the preferred stock of the Regal Manufactunng Com 
pany (Question No 1) pay $50 000 to apply on their subscriptions 
(a) What entry or entries will this payment require’ (b) Gi\ e the balances 
of the accounts in the tnal balance after these entries have been posted 

3 The W L Talbot Company has an authonzed capital stock of 
$1 000 000 Subscnptions have been received for 7 500 shares of stock 
at the par value of $100 Five thousand of these shares have been paid 
for m full and have been issued A 50% payment has been made on the 
remainder (a) Give the entries in journal form to record these trans- 
actions (b) Prepare a balance sheet to show the results of the trans 
actions 
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4. (a) WTiy is it desirable to show the premium or the discount on capital 
stock in a separate account? (b) Is Premium on Common Stock an asset, 
a liability, or a proprietorship account? 

5. The Miller Manufacturing Company was incorporated with a capital 
of $100,000 consisting of 1,000 shares of common stock \vith a par value 
of $100. Five hundred shares were subscribed for at $96, cash was received, 
and the stock was issued, (a) What was the proprietorship of the com- 
pany at that time? 

During the rest of the year the balance of the authorized stock was 
sold at $110, cash was received, and the stock was issued, (b) What 
was the proprietorship of the company at that time? 

6. During the j^ear the Miller Manufacturing Company (Question No. 
5} made a net profit of $8,000, one half of which was paid as a diridend. 
The net profit for the following year amounted to $18,000, one half of 
which was paid as a di\ndend. (a) What was the book value of the stock 
after the pajmient of the first dii.’idend? (b) How much did William Drew, 
the holder of 100 of the shares first issued by the corporation, receive 
as di\ndends? (c) l^Tiat was the book value of his stock after the pay- 
ment of the second dividend? 

7. What effect have the following transactions on the proprietorship 
of a corporation? on the working capital? on the market value per share? 

(a) Declaration of a cash diridend. 

(b) Pa.\Tnent of a cash di%'idend. 

8. The Chesterfield Corporation with 1,000 shares of cumulative 5% 
preferred outstanding passed the regular dmdend in December. The 
accountant set up a liability for the amount of the unpaid diridends. 
Do you approve? E.xplain. 

9. Distinguish between (a) organization avpense and operating e.v- 
pense, (b) earned surplus and capital surplus, (c) declaration of dividends 
and payment of dimdends, (d) cumulative and participating preferred 
stock. 

10. Give the three journal entries leading to the following balance sheet 
of Dunn and IHorley, Inc. 

DUNN AND MORLEY, INC. 

Bal^vn'ce Sheet 
Notcmber 15, 1950 

Cash $160,000 Preferred Stock 

Subscriptions Rec. Com . . 60,000 Common Stock Sub- 
scribed . 

Premium on Common 
Stock 


$100,000 

100.000 

20,000 


$220,000 


$ 220,000 
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PROBLEMS 

1 The Acme Supplj Company v’as organized on April 1, 1950, Tnth 23 
authonzed capital stock of 500 shares of preferred stock, par %a3ue ?100 
and o0,000 shares of common stock, par \alue $5 The preferred sted 
was to be sold for cash Subscnptions were taken for the common stod 
under the following terms 50% cash with subscnption, balance ’Rithia 
30 da^ s The stock is issued when fulh paid for 

The following transactions occurred dunng April 

Apr 1 Reeened subscriptions for 15 000 shares of common at S5 

lo Recened subscriptions for 20 000 shades of common stod at par 
23 R^ecened cash for 300 shares of p-e^erred at $95 Is=„ed th® sto-k. 
30 Receued cash per agreement for common stock subscriptions of 
April 1 Issued the stock. 

In’lTv^liom (1) Reco'd the preceding tmnsactions m general jojrrtal 
form and post to T accounts The accounts required are Cash, Sub- 
scriptions Recenable Cotnr'on Preferred Stock, Common Stock, Commra 
Stock Subscribed Discount on Preferred Stock Premium on Common Stock 

(2) Prepare in report form a balance sheet as of April 30 

2 Following are the transactions of Carpenter, Inc- dunng 1949, its 
first ^ ear of operations 

<&) Peceiied cash for 500 shares of common slock at par ($100) Iss-ed 
the stock- 

(b) Acquired the going busine's of the Harold Corporation Issued 3^0 
shares oi common stock at par ($100) in ezchaage for the foUovinz 
Machinerj, $15 000, Buildings, $10,000, Land, $6,000, GoodwilJ, 
$5 000 

(c) Made a profit of $20 000 for t^e j ear’s operations (debit Cash $21 900 
credit Reserse for Depreciation of Machinery, $1 500, Resene for 
Depreciation of Buildings $400, and Profit and Loss Summan, 
$20 000) 

(d) Made pro^•lslon for federal income tax pajable of $8,000 and closed 
the balance of Profit and Lo=3 Summary to Earned Surplus 

(e) Declared Common Dmdend No 1 of $5 a share 

The following transactions occurred in 1950. 

(f) Paid the income tax for 1949 

(g) Paid the dJ^^dend3 declared m (e) 

(h) Recened subscriptions for 500 shares of common stock at par, 50*^ 
of the purchase pnce being paid in cash at the time of subscnption- 

(i) Purchased the going business of the Christy Company for $50 OOO 
in cash Its assets ■were xalued as follows Machinerj, $20 000, 
Buildings, $12 000, Land $8 000 

0) Alade a profit of $40 000 for 1950 (debit Cash $45 000, credit Resene 
for Depreciation of Machmeiy $4 000, Reserve for Depreciaboa of 
Buildings $1,000 and Profit and Loss Summary $40,000) 

(k) Hade pro\’ision for Federal income tax paj able of $16 000 and CIOs'* 
the balance of Profit and Loss Summary to Earned Surplus 
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1 nslruclions: (1) Record the above transactions directly in “T” accounts, 
‘ntify each debit and each credit with the letter given for that transaction 
the list of transactions. The accounts required are; Cash; Subscriptions 
ceivable Common; Machinery; Reserve for Depreciation of Machinery; 
ildings; Reserve for Depreciation of Buildings; Land; Goodwill; Federal 
:ome Tax Payable; Common Dividend Payable (No. 1); Common Stock; 
mmon Stock Subscribed; Earned Surplus; Profit and Loss Summary. 

(2) Take a trial balance as of December 31, 1950. 

(3) Prepare a balance sheet as of December 31, 1950. 

The Lakewood Corporation received its charter of incorporation on 
cember 31, 1948. Its authorized capitalization was as follows: 500 
ires of 4% cumulative preferred stock, $100 par, and 8,000 shares of 
nmon stock, par value $10. During its first two years of operation the 
owing transactions occurred. One fifth of the organization expense 
s charged against Earned Surplus on December 31 of each year, begin- 
g in 1949. 

9 

1 . 2. Received cash for 250 shares of preferred stock and 4,000 shares of 

common stock at par. Issued the stock. 

16. Received subscriptions for 250 shares of preferred stock and 2,000 
shares of common stock at par, 50% of the purchase price being 
paid in cash at the time of subscription. 

), 15. Invested $50,000 in other assets. 

r. 31. Received in cash the balance due on the preferred and common 
stock subscribed. Issued the stock. 

r, 30. The attorney who secured the charter and performed other legal 
ser^^ce3 in connection with organization rendered his bill for .$3,000. 
He was paid in cash. 

j. 31. Net loss for the first year’s operations was $10,000 (debit Profit 
and Loss Summary; credit Cash). Closed Profit and Loss Summary 
to Earned Surplus. Charged off one fifth of organization expense 
to Earned Surplus. 

0 

). 15. Sold 1,000 shares of common stock at a discount of $1 a share, 
r. 21. Invested $30,000 in other assets. 

31. Net profit for 1950 was $40,000 (debit Cash; credit Profit and Loss 
Summary). Made pro’dsion for federal income tax liability of 
$12,000 and closed the balance of Profit and Loss Summary to 
Earned Surplus. Charged off one fifth of organization expense to 
Earned Surplus. 

hxslnclions: (1) Record the transactions directly in “T" accounts. The 
ounts required are: Cash; Subscriptions Receivable Preferred; Sub- 
itions Receivable Common; Other Assets; Organization Expen.'^e; Federal 
ome Tax Payable; Preferred Stock; Preferred Stock Subscribed; Common 
ck; Common Stock Subscribed; Discount on Common Stock; Earned 
plus; Profit and Loss Summary. 

(2) Take a trial balance as of December 31, 1950. 

(3) Prepare a balance sheet as of December 31, 1950. 

(4) If dividends were declared for the first time at the end of 1950, and 
he entire balance of Eanied Surplus was distributed as diridends, how 
ch would the preferred stockholders receive? The common stockholders? 
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CORPORATION The two chief divisions of corporation sur- 

SURPLUS capital surplus and (2) earned sur- 

plus, were introduced in the previous chapter It was stated there 
that, because of the difference m nature of these tv\o types of sur 
plus, they should be accounted for separately and should not be com- 
bined in one item on the penodic statements The practice of showing 
a single surplus item on the balance sheet is still widely followed 
Even when this is done, it usually represents the total of the balances 
of several surplus accounts in the ledger of the corporation These 
surplus accounts show the special conditions that gave nse to the 
various surplus items The surplus accounts of a corporation may 
generally be divided into two groups capital surplus accounts and 
earned surplus accounts 

CAPITAL SURPLUS Increases m proprietorship of a corporation 

ACCOUNTS ansmg from sources other than earnings of 

the corporation and not represented by par or stated value of out 
standing stock result in capital surplus Such increases are best con- 
sidered as additions to the permanent mvestment of the business 
and may be credited to special surplus accounts to indicate the origins 
of the increases in proprietorship Capital surplus may arise from a 
number of sources The principal sources are (1) amounts paid m, 
(2) revaluation of assets, (3) gifts, and (4) transactions m o^vn stock. 

Paid-In Surplus When stock is issued at a premium, the pro 
pnetorship of the corporation is increased by an amount greater than 
the par value of the capital stock issued This amount represents 
paid-tn surplus, or an additional investment on the part of the owners 
It may therefore be properly considered aa a part of the capital sur- 
plus of the corporation Although m some cases the account title 
Capital Surplus is used instead of the title Premium on Common 
Stock, the latter is preferable smce the source of the propnetorsbp 
should always be indicated m a surplus account 

Appraisal Surplus When the value of land or other fixed property 
has increased and the present value of the fixed asset is to be recorded 
in the accounts, the value of the asset may be “wntten up” to corre- 
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spend to the value determined by a competent outside appraiser. 
The credit entry is to a special surplus account, such as Suiplus from 
Revaluation. The balance of this account may be considered a part 
of the capital siuplus, and it should be set up in a separate classification 
called Appraisal Surplus. 

Donated Surplus. Sometimes eoiporations receive gifts of their 
own stock from stockholders, gifts of land from chambers of commerce, 
or gifts from other sources. "V^Tien such a gift is land or similar property, 
it is appraised and recorded at a fair market value. Since the resulting 
increase in the proprietorship is not due to earnings of the corporation, 
it should be recorded as capital surplus. The source of the increase 
should be indicated by the title of the account, for e.xample. Surplus 
from Gift of Property. 

Treasury Stock Surplus. Wlien a corporation purchases its own 
stock in the market at less than par, or sells its own stock that it has 
bought at a price gi’eater than it paid for it, an increase in proprietor- 
ship results that is not due to regular operations of the business. If 
the purchase price is more than par or the selling price is less than 
par, the result is the opposite, a decrease in proprietorship. These 
proprietorship changes are shown in a separate account, called Treasury 
Stock Surplus. These transactions are treated later in this chapter 
under the heading "Treasury Stock.” 

EARNED SURPLUS The principal source of increase in pro- 

ACCOUNTS prietorship is earnings aiising from the 

nomal opei-ations of the coiporation. If these earnings are not dis- 
tributed as dividends, thej^ remain under the heading of Earned Sur- 
plus. This earned surplus is available for dirtdend declaration at any 
time. The profits of good years may thus become available for dirt- 
dends in poor years. 

If the board of directors wished to make the earnings a permanent 
part of the proprietorship, it may appi'opriate a portion of the earned 
surplus. Such a portion is knovm as Earned Surplus Appropnated; 
the remaining balance is knowm as Earned Suiplus Unappropriated. 
In this case only the balance of Earned Suiplus Unappropriated is 
available for dirtdend declaration. 

Whenever amounts have been appropriated by the board of 
directors for any purpose, the earned suiplus of the coiporation is 
necessarily shown in two main di\isions. The chart shovm on page 418 
indicates the classification of earned surplus. 
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r 1 Appropnated 

1 (separate ac 
counts) 

2 Unappropn 
ated 

(one account) 


1 Contractual 

a Reserve for Bond SmW 
Fund 

2 Discretionary 

a Reserve for Plant Extenson 
b Reserve for Inventory Losses 


As indicated in the chart appropriation of earned surplus maj be 
contractual or discretionary with the boani of directors K the cor 
poration has contracted with bondholders to reserve specific amounts 
out of earnings or earned surplus the board is required to act in 
accordance with the contract In other cases the board acts m accord 
ance with its ovti best judgment In this latter case it may reverse 
itself whene%er it “lees fit This mstabiUtj of discrehonary reser\es 
leads 'ome accountants to question the entnes accounting for the 
board s resolutions 

Appropriations are debited to Earned Surplus Unappropriated 
and credited to the proper resene account For example if the agree- 
ment with bondholders requires $20 000 to be appropnated each jear, 
the folloiMng entry is made 

Dec 31 Earned Surplus Unappropriated 20 000 

Reserve for Bond Sinking Fund 20 000 

To appropriate earned surplus for a re«er\ e for 
bond sinking fund 

Or if the board ivishes to resen e earnings to double the capacitj 
of the plant oier a penod of fi^e \ears at a total cost of $150000 the 
following entry would be made each tear 

Dec 31 Earned Surplus Lnappropnated 30 000 

Reserv e for Plant Extension 30 000 

To appropriate earned surplus for a reserve for 
plant extension 

If a great declme m pnces du ring the next fiscal ]>enod is expected 
although the inventory is consenatixelj valued a part of the ac 
cumulated eammgo may be set aside by a debit to Earned Surplus 
Unappropriated and a credit to an account with a descnptne title 
such as Resene for Inventory Loss>e:> 

Amounts set aside from earned surplus as resenes for special 
puiposei should not be confused with reaenes for depreciation and 
for bad debts A surplus resene represents a part of the proprietor 
ship that is set aside so that it will not be distributed as dividend*. 
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Such a reserve may be only temporary; in a later period it may be 
transfeired back to unappropriated sm-plus and thus be made avail- 
able for dividends. The equity of the stockholders is not reduced by 
the creation of the surplus reserve. On the other hand, the reserves 
for depreciation and for bad debts represent deductions from the values 
of the corresponding assets and at the same time result in deductions 
from proprietorship. 


CORRECTIONS FOR gpite of every effort to measui'e accurately 

PREVIOUS PERIODS xi, c*- i e u ■ • j 

the profit or the loss of each given period, 

there almost always arises the necessity for coirections at a later 
time. The earned sui-plus unappropriated account is used in making 
adjustments that are required by the discovery of errors affecting 
the profits of previous fiscal periods. The profit or the loss that should 
be recorded in order to correct the en-or is not shown in an income or 
an e.xpense account of the period in which the error has been dis- 
covered but is credited or debited to Earned Surplus Unappropriated. 
In all cases where a correction of an eiTor of a past period is to be 
made, a careful analysis of the error's effect upon the present surplus 
figure is necessary. 

For example, the bookkeeper of the Burbank Manufacturing Com- 
pany discovered that during the prernous fiscal period the purchase 
of office equipment costing $1,000 was recorded by a debit to the 
purchases account instead of to the office equipment accoimt. This 
eiTor resulted in an overstatement of $1,000 in the cost of goods sold. 
The gi'oss profit and the net profit were therefore understated by that 
amount. In order to correct the eiror, the bookkeeper made the follow- 
ing journal entry: 


July 10 Office Equipment . . . 1,000 

Earned Surplus Unappropriated 1,000 

To correct the error of June 15, at which time 
the cost of office equipment purchased was 
charged to Purchases instead of to Office Equip- 
ment. 


The coiTection of such errors in the books of the corporation is 
similar to the method used in sole proprietorships and partnerships. 
In the latter instances, however, corrections for prerious periods may 
be made directly in the capital accounts, whereas in corporate ac- 
counting Earned Surplus Unappropriated is used. 


CASH DIVIDENDS dhidend is ordinarih’ a distribution of 

profits to the stockholders. Dividends may 
be declared annuallj', although the present tendenc}' is toward quar- 
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terly dividends A dividend can be declared legally only by the board 
of directors and ordmanly onlj out of realized profits The stockholders 
have no claim upon the profits of a corporation until a dividend has 
been declared 

The policies of corporations with reference to the amount of the 
profits to be distributed as dividends vary widely Corporations 
that are conservatively managed limit their cash dividends to take 
care of economic depressions or unforeseen contingencies Many cor- 
porations have followed the policy of limiting cash dividends up to 
about 60 per cent of the total amount available They have, in this 
way, built up a considerable amount m the earned surplus accounts 

When a divndend is declared by the board of directors, it becomes 
a liability of the company to the stockholders and must be recorded 
as such at once It is customary to give each dividend a separate num 
ber If a corporation paid quarterly dividends regularly for ten years, 
the dividends of the eleventh year would be numbered 41, 42, 43, 
and 44 respectively A separate dividend check is issued to each stock- 
holder from a special dividend checking account set up for the amount 
of the entire dividend 

To illustrate the entnes required in the declaration of a dividend, 
the following facts are assumed on December 31, 1950, the earned 
surplus unappropnated account has a credit balance of $65,500 after 
the profit and loss summary account balance of $25,500 has been 
closed into it, a dividend of $6,000 is declared on preferred stock and 
a dividend of $8,000 on common stock The entnes required and the 
accounts after these entnes have been posted are shown below and on 
the opposite page 

Dec 31 Earned Surplus Unappropnated 14,000 

Preferred Dividend Payable No 4 6,000 

Common Dmdend Payable No 2 8,000 

Declared Preferred Dividend No 4 of $6 a share 
payable on Jan 17 1951 to stockholders of 
record on Jan 15, 1951, and Common Divi- 
dend No 2 of $8 a share payable on Jan 18, 

1951, to stockholders of record on Jan 16, 1951 


Preferred Dividend Payable No 4 




1 II l[ 1950 1 1 

1 I 

Common Dividend Payable No 2 

J9 

6 000 I 

■ 

1 


■ 


1 


P 
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Earned Surplus Unappropriated 


1950 

Dec. 

31 


.19 

14,000 

1949 

Dec. 

31 

Balance 

V 

40,000 ( 






1950 

Dec. 

31 


.19 

25,500 


Three dates attach themselves to each dividend declaration: (1) 
the date of declaration, (2) the date of stockholdei-s of record, and 
(3) the date of payment. Since corporate shares are so freely trans- 
ferable, it is necessary to know which shareholders are entitled to the 
dividend checks. The law I’equires that the date of record follow the 
date of declaration, in order that the parties to transfers may know 
the dividend situation at all times. In the preferred and common 
dividends illustrated above, the dates of record were January 1.5 and 
January 16 respectively, both following the date of declaration. 

Although there is no contractual obligation on the part of a cor- 
poi’ation to pay a dividend on cumulative prefeired stock until it 
has been declared, it is considered good policy to show on the balance 
sheet the amount of cumulative prefen*ed di\ddends in arrears. This 
may be done by adding to the balance sheet a footnote stating the 
amount of the di^^dends in aiTeara. 

STOCK DIVIDENDS DiTudends declared need not be payable in 

cash. They may be paid in various forms. 
They are sometimes paid in the stock of the corporation. Such divi- 
dends are knoum as stock dividends. For e.xample, it a corporation has 
earned sui-plus of $100,000 and wishes to distribute this amount to 
its stockholdera in the form of stock, the entries to record the declara- 
tion and the pajonent of this di\idend are: 

Mar. 5 Earned Surplus Unappropriated $100,000 

Stock Dividend Payable $100,000 

To record the declaration of a stock divi- 
dend, payable Mar. 25. 

25 Stock Dividend Payable 100,000 

Common Stock 100,000 

To record the payment of the stock di%i- 
dend. 

A stock dividend has no effect on the total equity of the stock- 
holders. The total proprietorship of the stockholders is merely di^ided 
into a greater number of parts. If, in the preceding e.xample, a 100 
per cent stock dividend were declared, the number of shares of stock 
outstanding after the pa\Tnent of the di\ddend would be doubled. 
Each stockholdei’ would then own twice as many shares as he had 
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previously but the book value of each of his shares would be only 
one half of the previous book value From the point of view of the 
corporation a stock dividend results in a permanent appropriation 
of surplus Once the additional stock has been issued it becomes a 
part of the capital investment of the stockholders and that part of 
the surplus is no longer avuilable for cash dividends 

Stock dividends are declared only on common stock outstandmg 
unless there is participating preferred stock Nonparticipating pre- 
ferred stockholders have no further interest in eammgs after thej have 
received dividends at the rate specified m the stock certificate 

The proprietorship «5ection of the balance sheet of a corporation 
before and after i 100 per cent stock dividend is shown below 

Before dcelarol on of Stock Dtrtdend 
Proprietorship 

Capital Stock 

Common Stock (1 000 'shares $100 par) 

Surplus 

Earned Surplus Unappropriated 
Total Proprietorship 

After declaration of 100% «toek dmdend 
Proprietorship 

Capital Stock 

Common Stock (2 000 shares $100 par) 

Surplus 

Earned Surplus Unappropnaled 
Total Proprietorship 

A holder of 10 shares of stock with a book vmlue of ?2o0 a share 
before the stock dividend would have 20 shares of stock with a book 
value of $125 a share after the dividend 

THE STATEMENT OF The statement of earned surplus provides 
EARNED SURPLUS ^ summary of the corrections applicable to 

the earnings of previous fiscal penods and of transactions performed 
by the board of directors The statement of earned surplus aLo servea 
to tie together the profit and loss statement and the balance sheet 
A statement showing in detail the changes m the surplus of Wells 
and "White, Inc is illustrated on the following page 

The statement of earned surplus is divided into two major parts 
(1) entnes affecting Earned Surplus Unappropnated and (2) entnes 


$100 000 
ISO 000 
$'’o0 000 


$'>00 000 
oO 000 
$•>50 000 
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WELLS AND WHITE, INC. 

Statement of Earned Surplus 
For Year Ended December 31, 1950 


Earned Surplus Unappropriated; 

Unappropriated Balance, Jan. 1, 1950 $450,000 

Corrections Applicable to Past Period: 

Additions; 

Inventory Omissions, Dec. 31, 1949 $ 15,000 

Capital Expenditures Charged as Expenses 9,000 

Sundry Credits 1,000 25,000 

$475,000 

Deductions: 

Underestimated Depreciation $ 40,000 

Additional Federal Income Tax for 1949 3,000 

Sundry Debits 2,000 45,000 

Adjusted Earned Surplus Unappropriated, Jan. 1, 1950 $430,000 

Current Operations; 

Net Profit for 1950 $230,000 

Less Provision for Federal Income Tax 90,000 

Addition to Earned Surplus Unappropriated 140,000 

$570,000 

Less; 

Cash Dividends on Preferred Stock $ 30,000 

Cash Dividends on Common Stock 50,000 

Write-ofI of Organization Expense 10,000 

Deductions from Earned Surplus Unappropriated . 90,000 

Earned Surplus Unappropriated before Reserves $480,000 

Appropriations; 

Reserve for Bond Sinking Fund $ 20,000 

Reserve for Plant Extension 30,000 

Total Appropriations 50,000 


Balance of Earned Surplus Unappropriated, Dec. 31, 

1950 $430,000 

Earned Surplus Appropriated; 

Reserve for Bond Sinking Fund, Jan. 1, 1950. . $80,000 
Add 1950 Appropriation (see above) 20,000 

Reserve for Bond Sinking Fund, Dec. 31, 1950 $100,000 

Reserve for Plant Extension, Jan. 1, 1950 $60,000 

Add 1950 Appropriation (see above) 30,000 

Reserve for Plant Extension, Dec. 31, 1950 90,000 

Total Earned Surplus Appropriated 190,000 


Balance of Earned Surplus Appropriated and Unappro- 
priated, December 31, 1950 $620,000 


Statement of Earned Surplus 
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affecting Earned Surplus Appropriated The first section includes 
correcting entnes, both debits and credits; dividend declarations, 
preferred and common, ^vnte-o^Fs of any assets chargeable to surplus; 
and contractual and discretionary appropnations. The second section 
shows the increases m the earned surplus appropriated accounts 
brought dowm from the first section. The final figure gives the total 
of all earned surplus accounts as of the date of the balance sheet. 

The statement of earned surplus reports primanly the activities 
of the board of directors m declaring dividends, appropriating sur- 
plus, and wnting off intangible assets These activities affect the ac- 
counts of a corporation and are not found in the sole proprietorship 
or the partnership; the statement of earned surplus, therefore, is only 
to be found in corporation accounting 


METHOD OF When no-par-value stock is sold, the amount 

VALUE*s^CK "^^***' received is credited to the capital stock ac- 
count Since the stock does not have a par 
value, neither premium nor discount on stock needs to be considered. 
For example, if the R F Monroe Corporation is authorized on June 1, 
1949, to issue 4,000 shares of no-par-value stock and on that date 
sells 2,000 shares of this stock at $27 a share, the opening entnes are: 


June 1 The R F Monroe Corporation is incorporated with 
an authorized capital stock of 4,000 shares having no- 
par value 

1 Cash 64,000 

Common Stock 54,000 

Sold and issued 2,000 shares of no-par-value 
stock at $27 a share 


If a balance sheet \\as prepared after these entries had been posted, 
the propnetorship section would be 


Proprietorship 

Common Stock Outstanding (No-Par Value) 2,000 shares* $54,000 

•No-Par Value Stock Authorized, 4,000 shares 

When subscriptions to stock of no-par value are entered in the 
books, they are recorded at the selling price of the stock and the 
credits to Common Stock Subscnbed are entered at the same amount. 
Under the laws of some states the directors of a corporation may 
specify that a portion of the payment for stock of no-par value is 
to be credited to Common Stock and the remainder to Prenuum on 
Common Stock. The portion to be credited to Common Stock is 
known as the stated lalue. In the previous illustration the stated value 
might have been $20 a share. The entry would then have been: 
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June 1 Cash 54,000 

Common Stock 40,000 

Premium on Common Stock. ^4 oqq 

Sold 2,000 shares of no-par-vaUie stock at 527 a 
share. The stated value of the stock is $20 a 
share. 

The accounting for no-par-value stock with a stated value is 
similar to the accounting for par-value stock. 

TREASURY STOCK When a corporation reacquires some of its 

owm stock from its stockholders either by- 
purchase or gift, such stock is knowm as treasury stock. Since treasury 
stock has been issued for value by the corporation, it can be sold at 
any price wnthout the usual limitations on discount. Treasury stock 
should be distinguished from unissued stock, since the latter has 
never been issued by the corporation and therefore has no accountable 
value. 

Outstanding capital stock may be donated to the corporation by 
existing stockholders in order that working capital can be obtained 
through its sale. This practice is occasionally used by corporations 
that have issued all their stock in payment for property. The follow- 
ing illustration will show the method of recording such transactions 
involving treasury stock. 

The stockholders of a corporation donate 600 shares of common 
stock having a par v'-alue of $100 a share. The entry to record the 
receipt of the stock by the corporation on February 20 is: 

Feb. 20 Treasury Stock Common 60,000 

Donated Surplus 60,000 

Received a donation of 600 shares of common 
stock, par value $100, from stockholders. 

If all this treasitn^ stock is sold at par on hlarch 25, the following 
entry will be made: 


Mar. 25 Cash , , . . 60,000 

Treasury Stock Common . . 60,000 


Sold 600 shares of treasury stock at par. 

After these entries have been posted, the donated surplus ac- 
count will have a balance of $60,000, which is the profit derived from 
the donation and the sale of the treasury stock. This profit may be 
considered as part of the capital surplus of the corporation. 

Fi’equently the stock that has been donated to a corporation can- 
not be sold at par. If. in the case given above, the stock were sold at 
$90 a share, the entry would be as shown on the following page: 
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Mar 25 Cash 54,000 

Donated Surplus 6 000 

Treasury Stock Common 60,000 

Sold 600 shares of treasury stock, par \alue 
$100, at $90 a share 

The donated surplus account would then have a balance of $54,000 
which would be the increase m propnetorship resulting from the gift 

If onlj 300 shares had been sold at $90 a share, the entr> would 
ha\e been as follows 

Mar 25 Cash 27,000 

Donated Surplus 3,000 

Treasury Stock Common 30,000 

Sold 300 shares of treasur\ stock par %alue 
$100, at $90 a share 

The donated surplus account is credited at the par value of the 
stock until the stock is sold If the treasury stock is sold at a discount, 
the amount of the discount is debited to Donated Surplus, thus lower- 
mg the balance of that account If donated stock is sold at a premium, 
the donated surplus account is credited for the amount of the premium 
in order to show the increased value of the gift to the corporation 

More frequently a corporation purchases its ovvn stock In this 
case the treasurj stock account is debited for the par value of the stock 
purchased and credited for the par value of the stock sold Any 
difference between the par value of the stock and the purchase pnce 
is debited or credited to an account called Treasury Stock Surplus 
This account is a capital surplus account ^Vhen the stock is sold, the 
par value is credited to the treasury stock account, and any difference 
between the par value and the selling price is debited or credited to 
Treasury Stock Surplus 

For example, a corporation purchases oOO shares of its owm pre- 
ferred stock ("par value $100J for $40,000 The entry to record this 
purchase on April 15 is 

Apr 15 Treasurj Stock Preferred 50,000 

Cash 40,000 

Treasury Stock Surplus 10,000 

Purchased 500 shares of stock, par value $100 
from the stockholders at $80 a share 

If the stock is sold on May 10 for $55,000, the entry’^ to record the 
transaction is 
May 10 Cash 

Treasury Stock Preferred 
Treasury Stock Surplus 

Sold 500 sharra of treasury stock, purchased on 
Apnl 15, at $110 a share 


50,000 

5,000 
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Th6 rssult of thosG two transsctions is to incrGSSG th6 cspital sur- 
plus account Treasury Stock Surplus $15,000. If the sale had been 
at $90 a share, the credit balance in Treasury Stock Surplus would 
have been $5,000. If the stock had been sold at less than cost, say 
at $70 a share, the treasuiy stock surplus account would have a debit 
balance and would be a subtraction from the other capital surplus 
account balances. 

The treasury stock account is a valuation account affecting the 
stock issued account. The difference between stock issued and treasury 
stock should show stock outstanding. For example, assume that 
The Fanes Corporation had issued 1,000 shares of $100 par prefeired 
stock and 1,000 shares of $100 par common stock, had later purchased 
200 shares of the common stock at $80, and had an earned surplus of 
$5,000. These facts would appear on the balance sheet as follows: 

Proprietorship 

Capital Stock: 

Preferred Stock (issued 1,000 shares) $100,000 

Common Stock (issued 1,000 
shares) $100,000 

Less Treasury Stock Common (200 
shares) 20,000 


Common Stock Outstanding (800 shares) 

80,000 


Total Capital Stock Outstanding 

Surplus: 


$180,000 

Capital Surplus : 



Treasury Stock Surplus 

$ 4,000 


Earned Surplus 

5,000 


Total Surplus 


9,000 

Total Proprietorship 


$189,000 


If the treasuiy stock in the pre\dous case had been pm-chased at 
$110 a share, the balance sheet would appear as shown on the folloving 
page. 

Ti-easm-y stock is considered by some corporations to be an asset 
in the form of a temporary investment and is reported as such on the 
balance sheet. This is particularly true when the stock has been pur- 
chased for resale. For example, a corporation may pm'chase its own 
stock on the open market for the purpose of selling it later to employees 
on the installment plan. It is considered more desirable, however, to 
treat ti'easury stock as a minus proprietorship item, or, in other words, 
as a deduction from the capital stock outstanding. No di%idends of 
any type are declared on treasuiy stock. 
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Propeietorship 

Capital Stock 

Preferred Stock (issued 1,000 shares) $100,000 

Common Stock (issued 1,000 
shares) $100,000 

Less Treasury Stock Common (200 

shares) 20,000 


Common Stock Outstanding (800 shares) 80.000 


Total Capital Stock Outstanding 
Surplus 

Earned Surplus 
Capital Surplus 

Treasury Stock Surplus (deficit) 


$180,000 

$ 5,000 
2,000 


Net Surplus 


3,000 


Total Propnetorship 


$183,000 


QUESTIONS 

The United Corporation (a) issues at $110 a share, 1,000 shares of 
nmon stock having a par value of $100; (b) revalues at $500,000 its 
Idings the value of which is recorded at $400,000, (c) accepts from 
Beverly Chamber of Commerce a gift of a plot of ground that is 
jraised at $100,000 and on which a branch plant is to be erected 
re the entry to record each of the transactions What is the effect of 
h transaction on the proprietorship of the corporation’ 

The earnings before income taxes of the United Corporation for the 
rent year are $250,000 The corporate income tax rate is 40% 

5 board of directors (a) appropriates $10,000 m accordance with an 
eement with the bondholders, (b) appropriates $25,000 to be used for 
extension of the plant, and (c) declares a quarterly dividend of $2 
hare on outstanding capital stock of 10,000 shares Give the entries 
essary to record these transactions 

At three previous times during the current year the board of directors 
the United Corporation (Question No 2) declared a quarterly divi- 
id of $2 a share How much was Earned Surplus Unappropnated 
•eased during the year’ 

The General Manufacturing Co declares quarterly dividends of $1 
hare on outstanding common stock of $500,000, par $100 What 
ry is required to record (a) the declaration of each dividend’ (b) the 
Tnent of each dividend’ 

The board of directors of The General Manufactunng Co declares a 
^0 stock dividend (a) Give the entry required by this transaction 
If A holds 20 shares of the stock of this company, how many shares 
he receive as a dividend’ 
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6. The proprietorship of the Brown Corporation is shown as follows; 

Common Stock ($100 par) $50,000 

Premium on Common Stock 4 000 

Earned Surplus Unappropriated . 30,000 

A 20% stock dividend is declared, (a) Give the entries to record the 
declaration and payment of the dividend, (b) What was the book value 
per share before the declaration of the stock dividend? after the issue of 
the dividend? (c) What was the effect of the issue of the stock di\ddend 
on the ownership equity of each stockholder in the corpoi’ation? 

7. The Pacific Transportation Company has 10 stockholders, each o\vn- 
ing 100 shares of stock having a par value of $100 a share. The surplus 
is $20,000. Each stockholder donates to the corporation 20% of his 
stock. What is the book vmlue of each share and of the total shares held 
by each stockholder (a) before the donation? (b) after the donation? 

8. The following balance sheet is a condensed form of that prepared 
for the Swanson Manufacturing Co. at the end of a fiscal year; 

SWANSON MANUFACTURING CO. 

B.^lance Sheet 
May 31, 1950 

Assets Llabilities and Proprietorship 


Current Assets $100,000 

Treasury Stock 20,000 

Fixed Assets 80,000 

Goodwill 30,000 


Total Assets $230,000 


Current Liabilities . . $ 50,000 

Common Stock 100,000 

Donated Surplus 20,000 

Paid-in Surplus 30,000 

Earned Surplus Unappro- 
priated 30,000 


Total Liab. and Prop $230,000 


(a) E.xplain the nature and the possible origin of each item, (b) 
How much is available for distribution as di\ddends? 


PROBLEMS 


1. The balance sheet of the Emerson Coi-poration on June 30, 1949, 
consisted of: Cash, $35,000; Merchandise Inventory, $40,000; Common 
Stock ($25 par value), $75,000. The following transactions occuiTed 
during the fiscal year ended Jime 30, 1950: 


(a) Sold 400 shares 5% preferred stock, par value $100, for cash, $40,000. 

(b) Operations for the year were reflected in the following summary: 

Cash ' 25,000 

Merchandise Inventory 15,000 

Profit and Loss Summary 40,000 
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(c) Made provision for federal income tax liabilitj of $7,500 and closed 
the balance of Profit and Loss Summary to Earned Surplus Un- 
appropnated 

(d) Declared preferred stock dmdend No 1 of $5 a share and common 
stock dmdend No 1 of $4 a share 

(e) Paid the dmdends 

Cf) Appropriated $2,500 of surplus for inventory losses 

Instructions (1) Record the June 30, 1949, balances and the transactions 
directlj in ‘ T” accounts Identify each debit and each credit with the letter 
given for that transaction in the list of transactions The accounts required 
are Cash, Merchandise Inventorj, Federal Income Tax Payable, Preferred 
Dividend Payable No 1, Common Dividend Pajable No 1, Preferred Stock, 
Common Stock, Reserve for Inventor> Losses Earned Surplus Unappro- 
pnated, Profit and Loss Summarj 

(2) Prepare a trial balance as of June 30, 1950 

2 The Kruly Corporation was organized on June 1, 1950, with authorized 
capital stock of 6,000 shares of common, §100 par The following trans- 
actions took place during the first month 

June 1 Common stock (1,500 shares) was given m exchange for assets as 
follows Inventory, $60,000, Buildings $50,000, Store Equipment, 
$30,000, and Land, $10,000 

2 Subscriptions were received for 2 000 shares of common stock at 
$110, with 50% cash received at the time of subscnption 

3 In order to provide additional working capital, common stock- 
holders donated 500 shares of common stock to the corporation 

4 Two hundred shares of treasury stock were sold to the public at $90 
8 The assets of a going compan> were accepted m payment for 500 

shares of common stock The assets receiv ed w ere v alued as follow s 
Buildings, $25,000, Land. $15,000, and Goodw^]i, $10,000 
19 Received the balance due on the common stock subscribed Issued 
the stock 

25 Had the company's buildings appraised The appraiser estimated 
that the buddings should be valued at $100,000 The adjustment 
was made on the records to revalue the buildings account 

/nsfrurfions (1) Record the foregoing transactions m "T” accounts 
The accounts required arc Cash Subscnptions Receivable Common, 
Merchandise Inventory Store Equipment, Buildings, Land, Goodwill, 
Common Stock, Treasury Stock Common, Common Stock Subsenbed, 
Premium on Common Stock, Surplus from Revaluation, Donated Surplus 
(2) Prepare a balance sheet as of June 30, 1950 

3 The propnetorship section of the balance sheet of the Pacific Corpora- 
tion as of December 31, 1949, is given at the top of the opposite page 

The following transactions affecting the propnetorship accounts took 
place dunng 1950 

Jan 15 The following errors and omissions for 1949 were discovered dunng 
the annual audit just completed 

(a) On September 15, 1949, the company purchased 1,000 shares 
of its owm common stock on the open market at $95 The 
discount was credited to Earned Surplus Unappropnated 
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Assume also that each corporation has earnings, before the pavment 
of bond interest, of $500,000 and that 40 per cent of the net profit 
is paid as income tax. The following table then shows the calculation 
of the earnings per share available for the common stockholdere of 
each corporation. 


! 

|COKrOR.A.TIOX ICORPOKATIO.X 
[A B i 

1 . j 

C0RPOR.A.TI 

' c 

C.A.PITAL StKUCTUKK: 

4% Bonds.. 

5% Preferred Stock, $100 par 

Common Stock, $100 par 

1 

: 40,000 shares' 

i 1 

1 

20,000 shares 
20,000 shares 

$2,000,00 
10,000 sha 
10,000 sha 

Earnings 

Less Interest on Bonds 

$500,000 

$500,000 

$500,000 

80,000 

Balance 

Less Provision for Income Ta.\ (40% of profit i 
after bond interest) 

$500,000 

200,000 

$500,000 

200,000 

$420,000 

168,000 

Balance 

Dividends on Preferred Stock 

$300,000 

1 

$300,000 

100,000 

$252,000 

50,000 

Available for Dividends on Common Stock 
Earnings per Share of Common Stock 

1 

$300,000 
$7 50 

$200,000 

$10 

$202,000 
$20 20 


In Corporation A. the earnings per share of common stock are 
$7.50. In Corporation B, half of the capital is obtained from 5 per cent 
prefeired stock; the balance available for the common stockholders is 
therefore increased to $10 a share. In Corporation C, half of the capital 
is obtained from4per cent bonds and the amoimt paid in bond interest 
is not subject to income tax; as a result, the earnings per share of com- 
mon stock are increased to $20.20. 

This table shows the advantage to common stockliolders of ha\ing 
corporation capital obtained through bonds and prefeired stocks 
whenever the corporation earns on an average more than the cost of 
bonds or the retimn on prefeired stock. But, if the average earnings 
are less than the interest rate on bonds or the return on preferred 
stock, the common stock cairies the risk of loss of return. Assume 
that in the pre\ious examples the annual earnings of each corporation 
had been only $170,000 before bond interest and that the income tax 
rate continued at 40 per cent. The earnings available for common 
stockholders would then have been as shown on page 434. 
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Corporation 

Corporation; 

Corporation 


A 

B 

C 

Capital Structure 




4% Bonds 



$2 000 000 

5% Preferred Stock $100 par 


20 000 shares 

10 000 shares 

Common Stock $100 par 

40 000 shares 

20 000 shares 

10 000 shares 

Earnings 

$170 000 

$170 000 

$170 000 

Less Interest on Bonds 

1 


80 000 

Balance 

Less Provns on for Income Tax (40% of profit 

$170 000 

$170 000 

$ 90 000 

after bond interest) 

68 000 

1 68 000 

36 000 

Balance 

000 

' $102 000 

$ 54 000 

Dmdends on Preferred Stock 


100 000 

50 000 


Ava lable for Dividends on Common Stock $10“’ 000 $ 2 000 $ 4 000 

Earnings per Share of Common Stock $2 5o lOi AOi 


BONOS PAYABLE A bond IS a promise under seal to pay a 

definite sum of money at a stated time and 
to pay interest at a stipulated rate Certain property ls usually pledged 
as security for the payment of both the pnncipal and the interest 
but bonds may be issued without being secured by a particular piece 
of property or by a mortgage 

The purpose of the bonds payable account is to show the face 
value of the bonds outstanding against the corporation This account 
IS credited with the face value of the bonds issued and debited wnth the 
face value of all bonds redeemed or othenvise retired When a cor 
poration has several issues of bonds outstanding a separate account 
for each issue is maintained 

The bonds payable account should give the life of the bonds the 
date they come due the interest rate and how often interest is paid 
If a corporation has only two or three issues each may very well be 
shown separately on the balance sheet But if it has many issues 
they may be combined into one item on the balance sheet and the 
detail may be given in a supporting schedule Bonds pajable accounts 
are reported on the balance sheet as fixed liabilities 

Bonds are classified in various waj^ As to the mode of interest 
payment they may be registered or coupon bonds If registered the 
interest check is made out to the registered party if coupon the 



Ch, 24) 


435 


CORPORATION STOCKS AND BONDS 

coupon is clipped and sent in for payment. As to security, bonds may 
be secured, as explained below, or tmsecured. M to pajnnent of principal, 
they may call for payment of a definite amount at a definite date in 
the future, or they may provide for pajmient at a time determined by 
lot, or they may be convertible into some other form of security at the 
option of the corporation or the holder. 

A secured bond is one of a series, the pajnnent of which is assured 
by giving bondholdere a prefeired claim on some particular asset. This 
asset may be a building, it may be the entire plant including buildings 
and machinery, or it may be stoclcs or bonds owned by the debtor 
corporation. 

If bonds are sold before interest begins to accrue, the entiy is a 
simple one debiting Cash and crediting Bonds Payable. If the sale 
occurs later, it is customary to charge the buyer with the accrued 
interest. For example, assume that $100,000 worth of 4 per cent bonds 
dated January 1, 1949, were sold on April 1, 1949. Three months’ 
interest at 4 per cent would have accrued between January 1 and 
April 1. The entry on the records of the selling corporation would be: 


April 1 Cash 101,000 

Bonds Payable . . . . 100,000 

Bond Interest Expense . 1,000 


Sold $100,000 worth of 4% bonds, dated Jan. 1 
at par plus accrued interest. 


BOND PREMIUM Bonds ai'e sometimes sold for more than their 

AND DISCOUNT value. If a business has unusuall}’’ high 

credit or offem an e.xceptionally high rate of interest, bu3'er5 may be 
billing to pay more than the face value for its bonds. For e.xample, 
on January 2, 1949, Bland & Company sell $100,000 worth of bonds, 
which are due in five years and bear 6 per cent interest, at $105. The 
transaction is recorded as follows: 


Jan. 2 Cash 105,000 

Bonds Payable 100,000 

Premium on Bonds Payable 5,000 


Sold $100,000 worth of five-year 6% bonds at 105. 

The investor paid this premium because they were \villing to lend 
monej’^ to the corporation at less than the contract rate. In other words, 
the prevailing interest rate is less than the contract rate for this par- 
ticular issue of bonds. The adjustment to the actual jdeld of the bonds 
so that the investora vill receive only the prevailing rate of return is 
effected bj’’ ha\ang the investors paj^ in advance for the prirtlege of 
receiving a retuim in excess of the prevailing rate. Bland & Company 



436 


ACCOUNnNG miNCIPLES 


ICh 24 


ha\e incurred t^o habibties one to paj the face value of the bonds 
$100 000) in fi\e jears and the other to paj interest at a higher rate 
than the prevaibng rate 

Since the bond premium has been received because the rate of 
interest to be paid is higher than the prevailing rate it may be con 
sidered as a babibtj At the time of each interest payment the cor 
poration will paj to the bondholders interest at the contract rate 
Not all of this payment however will represent actual interest cost 
to the corporation as a portion of the premium already re-’ened mav 
be considered as an offset against the mter^t payment 

The nature of bond premium can be illustrated by emphasizing 
the mov ement of cash incident to the bond issue 'When a premium is 
received on bonds issued the movement of cash inward is that much 
greater than the movement of cash outward when the bonds are paid 
The interest pavments during the life of the bonds must absorb this 
difference 

In the transaction above Bland &, Company received $10o000 m 
ash at the time the bonds were sold During the life of the bonds the 
corporation pays $6 000 a year as interest or a total of $30 000 ^^^len 
the bonds come due at the end of the fifth year the corporation pays 
the bondholders the pnncipal amount of $100 000 The cash account 
reflecting the bond transactions is shown below 

Cash 

Cash received Irom sale o! Cash pad for interest over 

6*^ bonds lOo 000 i five years 30 000 

Cash paid for pnncipal 100 000 

The result is a net decrease m cash over the life of the bonds 
amoimtmg to $2o 000 which is the cost of the bond deal Distributed 
over five years this gives an annual cost of $o 000 or o per cent on 
the value of bonds outstanding 

BriniLs mav al>o be sold at a discount Por p-\anyJe on Januai^ 

2 1949 Bland &. Companv sell five-year 4 per cent bonds with a face 
value of $100 000 at $9o This transaction is recorded as follows 

Jan Cash 9o 000 

Discount on Bonds Payable o 000 

Bonds Payable 100 000 

Sold $100 000 worth of five-year \% bonds at 
9o 

The discount on the bonds represents a deferred charge to interest 
cost The corporation has contracted to repay at maturity an amount 
greater than it received in cash In return however it will pay at the 
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end of each year interest at a lower rate than the prevailing one. The 
discount may be considered as analogous to interest paid in advance 
when a note is discounted. 

In the transaction above. Bland & Company received $95,000 in 
cash at the time the bonds were sold. During the life of the bonds, 
the corporation pays $4,000 a year as interest, or a total of $20,000. 
When the bonds come due at the end of the fifth year, the corporation 
pays the bondholders the principal amount of $100,000. The cash 
accoimt reflecting the bond transactions is showm below: 

Cash 

Cash received from sale of Cash paid for interest over 

4% bonds. . . 95,000 , five years 20,000 

Cash paid for principal 100,000 

The net cash difference here is. as in the bonds sold at a premium, 
$25,000, or $5,000 a year. This amounts to 5 per cent on the amount 
issued. 


AMORTIZATION OF The bond premium and the bond discount 
BOND accounts should be uritten off over the life 

of the bonds. The amount of the annual 
vTite-oft' is an adjustment of the annual interest e.xpense. 

In the case of the five-year. 6 per cent bonds sold at a premium of 
$5,000, the annual A\Tite-off is $1,000. The entrj^ for the payment of 
the annual interest is; 


Dec. 31 Premium on Bonds Payable 
Bond Interest Expense 
Cash. 

To record the payment of interest at 6^ on the 
bonds outstanding and the amount of the pre- 
mium that offsets this payment. 


1,000 

5,000 

6,000 


In the case of the five-year, 4 per cent bonds sold at a discount of 
$5,000. the annual vTite-off of $1,000 increases the charge to Bond 
Interest E.xpense. The entry for the payment of the annual interest is: 


Dec. 31 Bond Interest Expense o.OOO 

Cash 4,000 

Discount on Bonds Payable . . . 1,000 


To record the payment of interest at 49c on 
the bonds outstanding and the amount of the 
discount that applies to this payment. 


In the preceding illustrations the amortization of bond premium 
and bond discount was recorded in connection vith the bond interest 
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payment An alternate method postpones the amortization entry 
until the end of the fiscal penod when it is showm as an adjustmg entry 
A single adjusting entr} can summarize for the jear all the adjustments 
for all bond interest pajunents For example a corporation might ha% e 
outstanding two bond issues providmg for quarterly payment of inter- 
est to bondholders In place of eight entries m the bond valuation 
accounts, one made at the tune of each interest payment, one adjusting 
entr> could summarize the effect on the bond premium or bond discount 
accoimts 

BOND PREMIUM AND The accounts with bond premium and bond 
TH^B/^A^E^HKT <Jiscount may be considered as valuation ac- 
counts affectmg bonds payable If that is 
done the premium on bonds paymble for the precedmg illustration 
would appear on the balance sheet as follows 
Fixed Liabilities 

6% Bonds Payable (Due December 31 1953) $100 000 

Premium on Bonds Payable 4 000 $104,000 


Discount on Bonds Payable would similarly be attached to the 
bonds payable account and would be shown on the balance sheet as a 
deduction 

Many accountants consider it better practice to separate the bond 
premium and bond discount accounts from the bonds payable account 
on the balance sheet The bonds payable account then appears at 
face value Discount on Bonds Payable is sho\vn on the asset side of 
the balance sheet as a deferred charge to expense Premium on Bonds 
Payable is showm as a deferred credit to income on the liability side 

BOND SINKING FUND ^Vhe^ bonds are issued, it is frequently with 
the provision that a definite amount is to be 
set aside each year to provide for their retirement at maturity The 
amounts set aside form a stnhng fund The total amount of this fund 
should, upon the matunty of the bonds equal the face value of the 
bonds The fund may be m cash, although it consists more commonly 
of investments in marketable secunties The control of this fund may 
be m the hands of a third party, knowm as a trustee 

When an amount is transferred to the sinking fund, an account 
called Bond Sinking Fund is debited and the cash account is credited 
For example, the Roy al IManufaetunng Company issues 20-year bonds 
amounting to $100,000, with the provision that $5 000 is to be set 
aside in each of the 20 years to provnde a sinking fund for the retire- 
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ment of the bonds at matuiity. The entry to record the annual transfer 
of an amount to this fund is: 

Dec. 31 Bond Sinking Fund 
Cash 

To transfer to the sinking fund for bonds an 
amount equal to one twentieth of the face 
value of the bonds. 

In the entry above, no provision is made for an increase in the 
sinking fund through investment by the trustee. Any earnings of the 
fund from investment might be used to decrease the amount of the 
annual payment into the fund. The one important item is that the 
fund be large enough to pay off the bonds when they come due. Thus 
there will be no drain on the current asset Cash at that time. The 
entry for the payment of this bond issue at the end of the twentieth 
year is: 


Dec. 81 Bonds Payable 100,000 

Bond Sinking Fund . ... 100,000 

Paid the bonds outstanding. 


The balance of the bond sinking fund account should be reported 
on the balance sheet as an asset under the heading “Investments.” 

BOND SINKING FUND In order to give added assurance that earn- 
RESERVE jjjgg .j-g stockholders as divi- 

dends, to the disadvantage of bondholders, the bond issue maj’’ provide 
that a reserve for the bond sinking fund shall be established out of 
profits. This reserve is established to reduce the amount of earned 
surplus available for dividends and thus to make greater the security 
back of the bonds. An entry must therefore be made to transfer from 
the earned surplus unappropriated accoimt to a new account, called 
Reserve for Bond Sinking Fund, a part of the profits equal to the 
amount transfen-ed to the bond sinking fund. For example, if, in the 
case of the Royal Manufacturing Company, a reserve for the bond 
sinking fund is established from profits, the following entry, in addition 
to the entry at the top of this page shoving the annual transfer of an 
amomt to Bond Sinking Fund, must be made each year; 

Dec. 31 Earned Surplus Unappropriated 5,000 

Reserve for Bond Sinking Fund . 5,000 

To transfer a part of the earned surplus to the 
reserve for bond sinking fund. 

The reserve for bond sinking fund account is an earned surplus 
appropriated account, as explained in the preceding chapter. During 
the twenty years there will have been transferred to this account 


5,000 

5,000 
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$100 000 This means that this amount of earnings has been unavaila- 
ble for dividends. 

It will be ob'served that the reserve for the bond sinking fund has 
no direct relation to the bond sinking fund itself, but that its use is 
simply a means of insunng an increasing security back of the bonds 
After the bonds have been paid, the reserve is no longer necessary 
It can therefore be transferred to Earned Surplus Unappropriated, 
and this part of the profits can be distributed as dividends or used in 
any other vv ay that the board of directors may choose The entry to 
transfer the reserve to the earned surplus unappropriated account is 
shown below 

Dec 31 Reserve for Bond Sinking Fund 100 000 

Earned Surplus Unappropnated 100 000 

To transfer the reserve to the earned surplus 
unappropnated account 


LONG-TERM NOTES Corporations often issue notes to obtain fixed 
capital m place of bonds These notes may 
be for a period of two to five years, anticipating a later bond issue 
when the bond market is more favorable Or they may be for longer 
periods, up to twenty-five years, to avoid the expense of a bond issue 
when funds are available from financial institutions such as life insur- 
ance companies For example, if funds are obtained from three or 
four large life insurance companies with cash to invest for long periods 
the transaction is simpler and less involved than dealing with thousands 
of bondholders 

These corporation notes may have many factors similar to bond 
issues They may provide for a note sinking fund They commonly 
have similar safeguards to insure payment at maturity They differ 
from bond issues in that they are ordinarily placed privately with a 
few lenders and that they do not commonly involve premiums or 
discounts 

The account maintained with an issue of long-term notes is similar 
to that maintained wifn any issue ol 'bonds Tbe title o! the account 
should indicate the nature of the issue The balance is reported as a 
fixed liability on the balance sheet 


STOCKS AND BONDS 
ILLUSTRATED ON A 
CORPORATION 
BALANCE SHEET 


A balance sheet illustrating certain corpora 
tion accounts was giv en at the end of Chapter 
XXII A new balance sheet illustrating addi- 


tional corporation accounts presented in this and the preceding chapter 


is giv en on page 441 This balance sheet shows the financial condition 
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of General Trading Corporation at the end of the eighth year of opera- 
tion It should be noted (a) that by this time Organization Expense 
does not appear since it has been charged to Earned Surplus over the 
first five years, and (b) that accounts with subscribers are no longer 
present 

The significance of the items reported on the balance sheet should 
be carefully studied, since thej illustrate the new corporate accounting 
practices just descnbed Items worthy of special note have been 
marked by numbers in parentheses All related items are given the 
same number Explanations of these related items appear below 

(1) Dividends on preferred stock are payable quarterly, those on 
common stock, semiannually The account Preferred Divndend Pay- 
able No 32 indicates the thirty-second dividend declared on preferred 
stock since incorporation, and the account Common Dividend Payable 
No 16 indicates the sixteenth dividend declared on common stock 
On December 24 1949, a dividend of per cent, or $1,500, was 
declared on the preferred stock outstanding At the same time a divi- 
dend of 50 cents a share was declared pa\able on January 12 1950, to 
common stockholders of record on Dumber 29, 1949 Since 9,000 
shares of common stock were outstandmg on that date (10,000 sharea 
of stock issued minus 1,000 share* of treasury stock), the dividend 
was $4,500 Both dividends are listed on the balance sheet as current 
liabilities 

(2) On November 30, 1948, notes bearing 6 per cent interest and 
payable on November 30, 1953, were issued The notes have a face 
value of $10,000 and are reported as a fixed liability The interest on 
these notes, which has accrued from November 30, 1949, to December 
31, 1949, amounts to $50 ($10,000 % 6% « $600 a year - 12 = $50 
a month) and is included m the total of $3,050 shown as Accrued 
Miscellaneous Items imder Current Liabilities 

(3) On January 2, 1943, bonds bearing 6 per cent interest and pay- 
able on December 31, 1952, were issued The bonds have a face value 
of $100,000 but were issued at HO The bonds payable are therefore 
reported as a fixed liability at their face value of $100,000 The pre- 
mium of $10,000 received on the issue was reduced by one tenth on 
each December 31, begmnmg with 1943, since it is to be amortized 
over the 10-year life of the bonds The balance of the premium, $3,000, 
IS also shown as a fixed liability 

The agreement of the bondholders wnth the corporation provides 
that $10,000 in cash is to be deposited annually with a trustee to pro- 
vide a sinking fund for the retirement of the bonds and the $10,000 
IS also to be transferred annually, before any dividends are declared, 
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from Earned Surplus Unappropriated in order to pro 4 ’ide a reserve 
for the bond sinking fund. That the first provision has been complied 
with can be seen by reference to the balance of the bond sinking fund 
account, which is listed as $70,000 under “Investments.” Compliance 
with the second provision is evidenced by the balance of the reserve 
for bond sinking fund account, which is reported at $70,000 under the 
heading “Earned Surplus Appropriated." 

(4) The common stock has no-par value and is therefore reported 
at the amount received for it. The total of $250,000 on the balance 
sheet represents sales as follows: 


4,000 shares at $25 a share $100,000 

4.000 shares at $26 a share 104,000 

2.000 shares at $23 a share 46,000 


10,000 shares sold $250,000 


The corporation reacquired in December, 1945, 1,000 shares of the 
common stock at $23 a share, or $23,000. This stock was reacquired 
because of a contract to sell the president 5,000 shares of common 
stock in 1950 at $20 a share. The treasury stock is shown on the balance 
sheet at an amount based on the value of the common stock that has 
been sold, $250,000. ($250,000 divided by 10,000 equals $25, the aver- 
age value of a share of common stock; $25 times 1,000 equals $25,000, 
the ^mlue of the treasiuy stock.) The difference between the amount 
paid, $23,000 and the \mlue assigned to the treasury stock, $25,000, 
is $2,000, the treasimy stock surplus. On the balance sheet the value 
of the treasiu-y stock is deducted from the amount of the common 
stock sold. The treasury stock surplus is shovm as part of the capital 
sm-plus of the corporation. 

(5) The stock of Howard Meyers and Son, Inc., which was pur- 
chased by the General Trading Corporation, is reported at its cost 
imder the caption “Investments.” ^\Tien the General Trading Cor- 
poration purchased its o^ra stock, the stock was shown as a negative 
proprietorship item under Common Stock Item (4). 

(6) The net operating profit of the General Trading Corporation 
for the year ended December 31, 1949, was $85,600. After bond 
interest expense of $5,000 and note interest expense of $600 were 
deducted, $80,000 was left as net profit. The first charge against 
this profit was $32,000 for income tax. An entry was therefore made 
charging Profit and Loss Siunmarj* and crediting Federal Income Tax 
Paj*able. The follo\nng tabulation indicates the disposition of the 
income for 1949; 
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Net Profit from Operations 

Less Bond Interest Expense 

$ 5,000 

$85,600 

Note Interest Expense 

600 

5,600 

Net Profit before Provision for Federal Income Tax 


$80 000 

Less Provision for Federal Income Tax 


32,000 

Net Profit after Provision for Federal Income Tax 
Less Dmdends Common Stock 

$ 9,000 

$48,000 

Preferred Stock 

6 000 

15 000 

Addition to Net Worth 

Less Appropriation for Bond Sinking Fund 

$10 000 

$33,000 

Appropriation for Plant Extension 

20 000 

30,000 


Added to Earned Surplus Unappropriated $ 3 000 


(7) Plans were made m 1949 to expend $80,000 in 1953 on plant 
extensions The balance of the account Reserve for Plant Extensions, 
$20,000, represents one fourth of this amount, which was appropriated 
from the earnings of 1949 This item is listed under the caption “Earned 
Surplus Appropnated ” 

Surplus IS divided into three classes on the balance sheet of the 
General Trading Corporation capital surplus, earned surplus appro- 
pnated, and earned surplus unappropnated The last item represents 
surplus that can be distnbuted as dividends or used m any way that 
the board of directors may choose 


QUESTIONS 

1. Each of two corporations with about equal credit ratings issues bonds 
amounting to $100,000 The A Corporation offers bonds with 6% interest 
and sells them above par The B Corporation offers bonds with 4% interest 
and sells them below par (a) Does the A Corporation gam by sellmg its 
bonds above par^ (b) Does the B Corporation lose by selling its bonds 
below par’ (c) How will each of the corporations determine the annual 
interest cost on the bonds’ 

2 Assume that the bonds in the previous question were 10-year bonds 
and that the 6% bonds were sold at 110 and the 4% bonds at 90 Set up 
cash accounts showing all cash received and disbursed m each case What 
do these accounts show regarding the mterest expense in each case’ 

3 The General Industnal Corporation borrows $10,000,000 by issuing, 
at their face value, bonds payable in 20 years It agrees with the pur- 
chasers of the bonds (1) that it will establish a sinking fund for the retire- 
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ment of the bonds by setting aside $500,000 annually, and (2) that it 
will appropriate annually from profits an equal amount to establish a 
reserve for the bond sinking fund, (a) What will be the balances of the 
bond sinking fund and the reserve accounts at the end of 10 years? (b) 
How will they be reported on the balance sheet prepared at that time? 

(c) What entries will be necessary when the bonds are paid? 

4. The trial balance of McConnell & Morris Inc. showed the following 
balances December 31, 1949: 7% Preferred Stock, $100,000; Common 
Stock, $250,000; Earned Surplus Unappropriated, $100,000; Reserve for 
Bond Sinking Fund, $20,000; Treasury Stock Common, $50,000. Earnings 
for 1949 were $160,000. The Federal income tax rate was 25%. The 
board of directors added $10,000 to the sinking fund reserve and declared 
the following dividends: (1) the preferred dividend, (2) a common dividend 
of 10% payable in cash, and (3) a stock dividend of 50% on common stock 
outstanding. New stock was issued in payment of the stock dividend. 
Give journal entries to give effect to the preceding operations. 

5. Give journal entries for the following: 

Mar. 1, 1949. Issued $500,000 of 10-year, 5% bonds, receiving $550,000 in 
cash. 

Mar. 1, 1950. Paid annual interest on the bonds. 

Mar. 1, 1950. Established a sinking fund with a first payment of $50,000. 
Mar. 1, 1950. Appropriated out of surplus an amount equal to 1 10 of the 
bond issue. 

6. Give the journal entries required by the follo\ving transactions of the 
Bell Corporation: 

(a) Subscriptions are received for 1,000 shares of no-par common stock 
at $15 a share. A 50% payment is received to apply on the subscrip- 
tions. 

(b) Subscriptions are received for 1,000 shares of 7% preferred stock 
(par $100) at $102 a share. 

(c) The balance of the payment is received from the common stock 
subscribers. 

(d) Payment in full is received for preferred stock subscriptions. 

(e) Twenty-year bonds having a face value of $200,000 and bearing 
interest at 5%, payable semiannually, are sold for $190,000. 

(f) One hundred shares of its own common stock were reacquired at $10 
a share. 

(g) The semiannual interest pa\Tnent is made on bonds payable. 

(h) The credit balance of the profit and loss summary account is $40,000. 

(i) Annual di\'idends are declared by the board of directors on the pre- 
ferred stock. 

(j) A reser\-e for factory e.xtension of $10,000 is created. 

(k) It is discovered that the ending merchandise inventory of the preced- 
ing year w'as overstated by $5,000. 
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7 Dudley and Douglas, Inc place pnvately with five insurance companies 
$30,000,000 of 3%, 20-year debenture notes, becoming due Noi ember 1, 
1969 A sinking fund beginning after 10 years is scheduled to retire two 
thirds of this issue by maturity Give journal entries for (a) setting up 
the notea, (b) pajing the annual interest, and (c) providing for the first 
payment to the bond sinking fund 

8. VESEY HEAP, INC 

Bauince Sheet 
December 31, 1949 


ent Assets 
i Assets 

nization Expense 

$300,000 

294.000 

6,000 

Miscellaneous Current Liab 
Income Tax Pay able 

Preferred Dividend Pay No 6 
Common Dividend Pay No 12 
Bonds Payable (10->ear, 5%) 
Premium on Bonds Payable 

6% Preferred Stock ($100 par) 
Common Stock ($100 par) 
Reserve for Bond Sinking Fund 
Earned Surplus Unappropriated 

$109,000 

16,000 

3.000 
4 000 

100,000 

8.000 
100,000 
200 000 

20,000 

40,000 


600,000 


600,000 


(a) How often are preferred dividends declared by Vesey-Heap, Inc ’ 

(b) Gn e the journal entry to write off Organization Expense on December 
31, 1949 

(c) Assuming the same dividend payment each time on common stock, 
what was the annual rate'' 

(d) Give the entry, including the date, for the sale of the bonds 

(e) What is the book %alue of the common stock’ 


PROBLEMS 

1. The following transactions were completed by the Fletcher Corpora- 
tion during the first two years of its opCTations, 1949 and 1950 

(a) Exchanged 1,000 shares of common stock, par $100 for machinery, 

$100,000 

(b) Received $200 000 for 2,000 shares of 5% cumulative preferred stock 
(par value $100) 

(c) Net loss for the year, $10,000 (Debit Profit and Loss Summary and 
credit Cash ) 

(d) Closed Profit and Loss Summary to Earned Surplus Unappropriated 

(e) Sold $100,000 worth of 10-year, 3% bonds for $90,000 (January 2) 
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(f) Paid ^75,000 for new machinery. 

(g) Paid annual interest on bonds. 

(h) Made a net operating profit of .$104,000. (Debit Cash and credit 
Profit and Loss Summary.) Closed Bond Interest Expense to Profit 
and Loss Summary. 

(i) Recorded provision for federal income tax of 40% of net profit. 
Closed Profit and Loss Summary to Earned Surplus Unappropriated, 

(j) Declared preferred dividends No. 1 and No. 2 on the cumulative pre- 
ferred stock for the first two years’ dividends unpaid. 

(k) Declared a 15% stock dividend on common stock outstanding and 
issued the stock. 

(l) Appropriated a reserve for plant additions, $5,000. 

Jnsiruciions: (1) Record the transactions directly in “T” accounts. The 
accounts required are: Cash; Machinery; Federal Income Tax Payable; 
Preferred Dividend Payable No. 1; Preferred Dividend Payable No. 2; Bonds 
Payable; Discount on Bonds Payable; Preferred Stock; Common Stock; 
Reserve for Plant Additions; Earned Surplus Unappropriated; Profit and 
Loss Summary; Bond Interest Expense. 

(2) Prepare a trial balance as of December 31, 1950, after the transactions 
of the two years have been recorded. 


2. The Dawson Corporation was organized on January 2, 1950, with 
authorization to issue 50,000 shares of no-par common stock. During 
the first year the corporation completed the following transactions: 

Jan, 2, Sold 15,000 shares of common stock for cash at an average of $20 
a share. 

3. Received assets valued at .$100,000 for 4,000 shares of common 
stock (debit Other Assets). 

7. Paid organization expenses of $10,000. 

Feb. 10. Purchased assets for $80,000. (Debit Other Assets.) 

July 1. Issued $100,000 worth of 20-year bonds at 110; interest at 5%, 
payable semiannually. 

Dec. 31. Paid semiannual interest on bonds issued. 

31. Made a net operating profit for the year of $52,250 (debit Cash; 
credit Profit and Loss Summary). Closed Bond Interest Expense to 
Profit and Loss Summary. 

31. Provided for federal income tax at 40% of net profit. Closed 
Profit and Loss Summary to Earned Surplus Unappropriated. 

31. Established a reserve for bond sinking fund in the amount of $2,500 
and made a deposit with a trustee of an equal amount of cash. 

31. Wrote off organization expense of $2,000. 

Instructions: (1) Record the transactions directly in "T” accounts. 'Die 
accounts required are: Cash; Bond Sinking Fund; Other Assets; Organiza- 
tion Expense; Federal Income Tax Payable; Bonds Payable; Premium on 
Bonds Payable; Common Stock; Reserve for Bond Sinking Fund; Earned 
Surplus Unappropriated; Profit and Loss Summary; Bond Interest Expense. 

(2) Prepare a balance sheet as of December 31, 1950. 
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3. The following figures are taken from the general ledger of Catalina, 
Inc at the end of the fiscal year on December 31, 1950, after some of the 
adjustments have been posted 

Cash 145,000 Res for Bond Sinking Fund $ 8,000 


Merchandise Inventory 50,000 Res for Inventory Losses 6,000 

Machinery 40,000 Unappropnated Earned 

Res for Depr of Machinery 5,600 Surplus 27,600 

Bonds Payable (10-year 3%) 20,000 Sales 200,000 

Discount on Bonds Payable 1,650 Purchases 120,000 

Common Stock 30 000 Operating Expenses (control) 40,100 

Bond Interest Expense 450 


The following corrections and additional adjustments are indicated 
by an inspection of the accounting records and the supporting business 
papers of the corporation 
Errors and ommissions 

(1) The reser%e for inventory losses is to be increased by $1,500 

(2) The merchandise inventory of January 1, 1950, was overstated by 

$ 2,000 

(3) The bonds payable agreement requires an annual appropnation of 
$2,000 to the reserve for bond sinking fund 

Data for adjusting entnes 

(a) The merchandise inventory as of December 31, 1950, is $51,000 

(b) The yearly depreciation of machinery is 5% (debit Operating Ex- 
pense) 

(c) The bonds were sold five years ago at a discount of $3,000 The 
interest is payable semiannually on January 1 and July 1 (Debit 
Bond Interest Expense, credit Interest Payable and Discount on 
Bonds Payable ) 

Inslrudions (1) Prepare an eight-column work sheet, heading the second 
pair of columns “Corrections and Adjustments ” Show the provision for 
federal income tax (40% of net profit) as a distnbution of net profit as m the 
illustration on page 405 

(2) Prepare a profit and loss statement and a statement of earned surplus. 



PRACTICE SET No. 2 
Part 2 

Part 2 of Practice Set No. 2 is a continuation of Practice Set No. 2 
given after Chapter 20. The same books of original entry and ledgers are 
to be used. You will not be required to record the sales on account as 
they are entered for you by an assistant bookkeeper. 


Narrative of Transactions for August 

August 1. A. C. Adams and M. R. Parker incorporated their retail paint 
store under the name of Adams and Parker, Incorporated. The charter 
authorized the issuance of 360 shares of 6% preferred stock, par value $100, 
and 500 shares of common stock, par value $50. 

In payment for their interests in the partnership business, Adams received 
100 shares of preferred stock and 160 shares of common stock and Parker 
received 100 shares of preferred stock and 160 shares of common stock. The 
difference between the capital accounts and the par value of the stock issued 
was taken care of by a payment from the cash of the business. 

Since the same books of account are to be maintained, the only entries 
required are those to close the partners’ capital accounts, to record the 
issuing of stock, and to record the cash payments. 

You are not required to record in the stockholders ledger the stock issued, 
as the stock certificate book and the stockholders ledger are maintained by 
the secretary of the corporation. 

August 1. Sold 30 shares of preferred stock at $110. Received cash and 
issued the stock. 

August 1. Sold 40 shares of common stock at par. Received cash and 
issued the stock. 

August 1. Purchased for $10,000 from the Peterson Realty Co. the land 
and the building in which the business is located. Issued a check for $5,000 
and a 6% mortgage for the balance. 

The amount of the mortgage is to be paid at the 
rate of $500 a year, and interest at 6% is to be paid 
semiannually at the end of June and of December. 

The value of the building is estimated at $6,000 and 
the value of the land is estimated at $4,000. (Record 
the transaction in the general journal; also enter the 
amount of cash in the voucher register and check 
register.) 

August 1. Sent a check to Barron Bros, in payment of Voucher No. 398 
less discount. 
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Pu3 Edvare! S, Ctnadl, a lawver, ?75 for extmjusg the 
ru Je TO tie 2iafi that has heea psrchas»d. 

AD expeoditrrres aiirj~pa la etmaeKion 'with the 
purchase o: a rx“3 ass*^ may be cmadered part of 
the r O'- ofth'-asse^ Tbele^pjadtoth^la^ershoiOd 
tberefo'^ b*‘ ehar^d To ^e hmd aecomt. 

-4vjras I Toot out a three-Teir ui'saranee policv cm tie hmJdtng Paid 
the premicm Jo* thr^ Tears, $”2. 

£. P“re.Ted f-om T TT Scrke a check fo” 11 to bajance his 

ar^oimt. 

£ Mad“ the IctSomns pu-chase on nscocnt, 

Bnrsess Paji* Co merhaDdiv* ?S5fL25. Invoice dated Acpiist 1 
-erms 1 ICl n SD 

£. Paid SS 'io *’oa tb** pe*^ cash fcmd fo” refinishins of a desk 
Awji. S Sen’ checks *o the JoDoTT'nc creajTo~s 

Jo^ns PcintGr Suppfv Coipo^ation m payment of Voucher No S‘»9 
Jess dis-'ciurio. 

Sicrsss Paint Co^ in payment of Voucher \o. 402 less discount. 

S P-epared a voucher and issued a check for the pa-v-oll fo- the 
•week- Th® ioDoinns data a?e provided b^ the pajToD cierk and maj be used 
as a basis for the entries 


Sales Salan» 

<"S5 00 

Delrrerv Salaries 

65 00 

Salarsfis 

105 DO 

Total of Pav-oU 

Dedu'tions 

Employ ees share of federal old-age benefit tax 

$ 0 05 

Emplovees income tax •withheld 

20 10 


Total Dedn'TJOns 25 15 

kmouat Paid ?4”9 S5 

S Beco-ded th“ company s liabihtv for its share of the federal 
old-age benent tax and for its federal and «!tat“ imemplovment taxes. The 
data p-“0V3d“d bv the pay-oil clerk fo- this entrv are as follo-ws 

Federal old-age benefit tax 5 5 05 

-Ita-e tmemnl'’vment tax IS 64 

Fede-al unemplpvment tax 1 52 


Total «!Ocial «t“cunrv taxes $ 20 21 


Avgas' S Cash sales for August 1-3 ^^aS-oO. Sales tax col]er*ed ?19 17 
AwgLsf S Be~e ved from Bobert J lurk a check for S15S S7 to balance 
Ils account. 

4.vpusi 5 P-epared a voucbc and issued a check to the Department of 
Taxapon fo- sales taxes payable Jo- July 

Augiis. C Made tb'’ following purchase on account 

Eilerson Company merchandise SS29 40 Int oice dated August 5 
tfirms 1 SO n 60 



PRACTICE SET No. 2 


451 


August 6. Paid $3.75 from the petty cash fund for twine to be used in 
wrapping merchandise sold, 

Atmst 7. Received from C. W. Harrison his 30-day, 6% note for $373.12 
to balance his account. This note was dated August 7 and is payable at the 
First National Bank. 

Aug^ist 7. Received a check for $201 from L. E. Snider in payment of 
his note and interest due today. 

August 8. Sent a check to Potter Paint & Paper Co. in payment of Voucher 
No. 387 less discount. 

August 8. Received a check for $179.39 from H. V. Caldwell in payment 
of his note and interest due today. 

August 9. Received from Eilerson Company a credit memorandum for 
$73.20, merchandise returned on purchase of August 6. 

August 10. Sent a check to O’Keefe Supply Co. in payment of Voucher 
No. 404 less discount. 

August 10. Paid salaries for the week and recorded the social security 
taxes. Salaries, deduction, and taxes were the same as on August 3. 

August 10. Cash sales for the week, $1,442.60. Sales tax collected, $28.85. 

Prove cash. The cash balance is $6,427.40. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. The complete sales journal for August as prepared by 
your assistant is printed in your book of journals and registers. In each post- 
ing during the month, post only those items that would normally be recorded 
before the date of posting. 

August 12. Sent a check to Eilerson Company in payment of Voucher 
No, 395 less discount. 

August 12. Received from Henry B. Lange a check for $92.82 to balance 
his account. 

August 13. Received from Roy D. Lucas a check for $75 to apply on his 
account. Received a memorandum from Mr. Adams directing that the 
remaining balance of $30 in the Roy D. Lucas account be VTitten off as a 
bad debt. 

August IS. Gave Mr. Parker $2.75 from the petty cash fund to reimburse 
him for entertaining a customer at lunch. 

A^igust IS. Received from H. V. Caldwell his 60-day, 6% note for $388.82 
to balance his account. This note was dated August 13 and is payable at the 
Union National Bank. 

August IJt. Made the following purchases on account: 

Joslin's Painter Supply Corporation, merchandise, $235.60. Invoice 
dated August 13; terms, 2/10, n 30. 

O’Keefe Supply Company, merchandise, $217.60. Invoice dated August 
14; terms, 2/15, n/30. 

August Ilf. Paid Morris Supply Company cash, $72.75, for store supplies. 

August 15. Gave a cash customer who returned merchandise $1.28 from 
the petty cash fund, $1.25 for merchandise returned and 3 cents sales tax. 

August 15. Paid the local school paper. Tower News, $15.50 for an ad. 

August 16. Made the following purchases on account; 

Da\'ison Hardware Company, merchandise, $45. Invoice dated August 
14; terms, n/30. . , , . 

Hayden & Company, office supplies, $62.40. Invoice dated August 14; 
terms, n /30. 
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August 16 Paid ?56 60 to the I Young Company for making various 
repaire to the building 

Expenditures of this type, which are incurred in 
maintaining a fixed asset in good condition, are con- 
sidered as expenses of the period in which they are 
incurred 

August 17 Made the following payments from the petty cash fund: 

For registry of letters, 56 cents 
For dehvenes, 52 15 

August 17 Received from Kennedy Contracting Corporation a check 
for $139 68 to balance its account 

August 17 Paid salanes for the week and recorded the social security 
taxes Salanes deductions, and taxes were the same as on August 3 

August 17 Cash sales for the week, $1,597 73 Sales tax collected $31 95 
August 19 Made the following purchases on account 
Ramsey Wholesale House merchandise, $281 60 Invoice dated August 
17, terms, 2/10, n/30 

Irwin & Sons, merchandise, $644 10 Invoice dated August 17, terms, 
2/15, n/60 

August 19 Issued a credit memorandum to Meade Wall Paper i. Paint 
Co for $47 74 merchandise returned, $46 80, sales tax, 94 cents 

August SO Paid C W Hauser $16 50 for repairs in store room (Charge 
Miscellaneous Selling Expense ) 

August SI Made the following purchases on account 
Carey Brushes Corporation, merchandise, $260 95 Invoice dated August 
19, terms, 2/15, n 30 

Burgess Paint Company, merchandise, $855 25 Invoice dated August 19, 
terms, 1/10, n/30 

August 21 Issued a credit memorandum to Robert J Kirk for $46 41 
merchandise returned, $45 50, sales tax, 91 cents 

August 22 Sent Moms Supply Company a check in payment of Voucher 
No 397 

August 22 Paid $2 25 from the petty cash fund for extra help m wrapping 
merchandise sold (Charge Miscellaneous Selling Expense ) 

August 22 Paid C W Hauser $26 60 for minor repairs on the building 
August 23 Prepared a voucher and issued a check in payment of our 
note No 15 due today 

August 23 Made the following purchases on account 
Eii’erson Cbmpany; murcilamili>e, Avoice ahtteu’ August 2Y, terms, 

1/30, n/60 

Potter Paint &. Paper Co , merchandise, $715 Invoice dated August 22, 
terms, 1/30, n/60 

August 23 Sent a check to Josim’s Painter Supply Corporation m pay 
ment of Voucher No 422 less discount 

August 2i Paid $1 50 from the petty cash fund for extra work done by 
the janitor (Charge Miscellaneous General Expense ) 

August 21t Sent a check to Spangler Supply House in payment of Voucher 
No 401 less discount 

August 2i Paid salaries for the week and recorded the social secunty 
ixes Salaries, deductions, and taxes were the same as on August 3 
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August 21. Cash sales for the week, $1,495.40. Sales tax collected, $29.91. 
Prove cash. The cash balance is $6,573.89. 

Post from the various journals to the customers’ accounts in the accounts 
receivable ledger. 

August 26. Received from J. R. Ferris his 30-day, 6% note for $485.01 
to balance his account. This note was dated August 26 and is payable at the 
Liberty Bank and Trust Company. 

August 26. Made the following purchases on account: 

Spangler Supply House, merchandise, $466.80. Invoice dated August 24; 
terms, 1/30, n/60. 

Frazier & Gerard, merchandise, $544.50. Invoice dated August 26; 
terms, n/60. 

August 26. Made the following payments from the petty cash fund: 
Paint to be used on the store counters, $1.62. (Charge Miscellaneous 
Selling Expense.) 

Telegram charges, $1.30. 

August 27. Received checks from customers as follows: 

Nelson Homes Company, $99, to balance its account. 

Meade Wall Paper & Paint Co., $290.24, to balance its account. 

William W. Ragan, $266.07, to balance his account. 

August 27. Sent a check to Ramsey Wholesale House in payment of 
Voucher No. 430 less discount. 

August 28. Received a check for $252.50 from Carter Construction Co. 
in payment of its note and interest due today. 

August 28. Prepared a voucher and issued a check in payment of our note 
No. 13. 

August 28. Issued a credit memorandum to E. A. Tate for $10.20: mer- 
chandise returned, $10; sales tax, 20 cents. 

August 28. Made the following purchases on account: 

Ramsey Wholesale House, merchandise, $759.60. Invoice dated August 
27; terms, 2/10, n/30. 

Barron Bros., merchandise, $427.50. Invoice dated August 27; terms, 
2/10, n/30. 

August 29. Sent checks to the following creditors: 

Burgess Paint Company, in payment of Voucher No. 434 less discount. 
O’Keefe Supply Company, in payment of Voucher No. 423 less discount. 

August 29. Received from Spangler Supply House a credit memorandum 
for $19.80, merchandise returned. 

August 29. Paid $1.50 from the petty cash fund for having the delivery 
truck washed. 

Augitst 29. Paid the Daily Times $245 for advertising. 

August SO. Received checks from customers as follow's; 

Masters Housing Corporation, $199.17, tc balance its account. 

Haines Construction Co., $260.55, to balance its account. 

■■ist SI. Gave Burgess Paint Co. our 60-day, 6% note for $852.25 in 
’ nt of Voucher No. 417. This note was made payable at the City 
' Bank. 
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August 31 Prepared vouchers and issued checks for the following bills* 
Bel] Telephone Co , $12 20, tor telephone service. 

The Gas &. Electric Co , $16 50, for gas and electricity 
Broadway Garage, $18 10, gas oil, and miscellaneous truck expense 
Smton Drayage Co , $115 70, for freight and drayage in 
August 31 Prepared a voucher and issued a check to replenish the petty 
cash fund 

August 31 Prepared a voucher and issued a check for the payroll for the 
week The payroll is the same as that for the other pay penods for the month, 
except that officers’ salaries amounting to $900 are paid from which the 
following deductions have been made 

Employees’ share of federal old age benefit tax $ 9 00 

Employees’ income tax withheld 46 20 

August 31 Recorded the companj a liability for its share of the federal 

old-age benefit tax and lor its federal and state unemployment taxes The 
data provided by the payroll clerk for this entry were the same as the data 
for the preceding pay periods dunng the month plus the following liabilities 
arising from the officers’ salaries 

Federal old-age benefit tax $ 9 00 

State unemployment tax 24 30 

Federal unemployment tax 2 70 

August SI Cash sales for the week $2 116 41 Sales tax collected $42 33 
The cash balance is $6,354 08 Prove cash 

Post from the various journals to the customers accounts in the accounts 
receivable ledger 

Post to the general ledger accounts from the general columns of the 
general journal the cash receipts journal and the voucher register 

Total and rule the vanous special journals and post the totals to the 
appropnate general ledger accounts 


Periodic Summary 

The penodic summary must now be completed The additional data 
required for this summary are 


Merchandise inventory, $29,995 50 
Interest accrued on notes receivable, 
$4 28 

Loss from bad debts an additional 
1% of charge sales 
Depreciation 

Store equipment, 10% a year 
Delivery equipment, 25% a year 
Office equipment, 10% a year 
Building, 4% a year 
Inventories of supplies 
Store supplies $74 50 
Office supplies, $127 95 


Insurance expired 
On merchandise $2 50 
On store equipment, $2 00 
On delivery equipment, $6 50 
On office equipment, $1 00 
On building, $2 00 

Interest accrued on mortgage, $25 00 
Prepaid interest on notes payable, 
$4 67 

Accrued property taxes, $18 00 
Provision for federal income tax, 
$179 02 


On the profit and loss statement classify the expenses into four groups 
selling expenses, debvery expenses, building expenses, and general expenses 
In the building expenses classification, place all expenses that pertain to the 
building 



CHAPTER XXV 

DEPARTMENTAL ACCOUNTING 


DEPARTMENTAL When a business sells several classes of com- 

modities or services, the income from each 
class may be accounted for separately. It is then possible to know which 
classes are profitable and which classes are unprofitable. When manage- 
ment is so informed, it can develop policies much more intelligently. 
Accounting that classifies income and expenses according to depart- 
ments is known as departmental accounting. 

All the sales of a given enterprise may be classified according to the 
types of commodities or services sold. To determine the net profit for 
each sales classification, it is necessary to break down on the profit 
and loss statement each item that enters into net profit. The result 
is a departmentalization of business operations and the accounting for 
the business as if the business were a group of departments instead of 
a single unit. 

In a small business the owner is concerned primarily with the net 
profit obtained as a result of trading operations in all classes of mer- 
chandise carried by the business. In a large business, however, it is 
often desirable to classify the commodities bought and sold into two or 
more groups and to determine the profit made from each group. To 
illustrate; If a business deals in both hardware and furniture, it may 
be advisable to maintain accounts so that the profit made from each 
class of merchandise can be determined readily. The owner of the 
business can then judge the profitableness of the department handling 
each class of merchandise and can better plan for the future. If each 
department has a separate manager, the efficiency of the manager can 
also be better judged from the profit made by his department. 


INCOME AND EXPENSES The organization of business enterprises into 
BY DEPARTMENTS departments to facilitate operations is a 
common practice in modem business. The delegation of sales responsi- 
bility to department heads has increased the effectiveness of the whole 
enterprise. If income and expense accounts are set up by departments, 
the top management can learn how successful each department head 
’"as been. 

This increase in income and expense accounts multiplies the number 
ccount ' be included in the ledger and the trial balance. If there 
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are only two or three departments, the new accounts can be added in 
the general ledger If there are many departments, it is advisable to 
make use of the controlling account device described in previous 
chapters In this chapter the departmental income and expense 
accounts will be included in the general ledger 

DEPARTMENTAL The records of a departmentalized business 

AND BO^OKS planned that they will supply 

ORIGINAL ENTRY all the information desired about each depart 
ment In a small business such as a retail store in which the various 
classes of merchandise are handled together and are sold by the same 
sales force the departmental records for each department iwll show 
only the gross profit on sales The expenses mil not be divided accord- 
ing to departments but will be grouped together 

If gross profit on sales is to be found by departments, the accounts 
should furnish information about the sales the purchases, and the 
inventones of each department If the amounts involved warrant it, 
an analysis of sales returns and allowances and of purchases returns 
and allowances should also be provided by departments It is even 
advisable to distnbute freight m departmentally 

If the accoimts are to show this departmental analysis of trading 
operations, the books of onginal entry must be designed to provide 
the same analysis This provision can best be made by the introduction 
of additional columns into the books of ongmal entry In order that 
the use of these special columns may be shown, the books of original 
entry for a business operating hardware and furniture departments 
will be illustrated 

THE PURCHASES In the purchases journal shown on page 457, 

JOURNAL piirchases of the firm of King and King 

ha\ e been recorded The amount of each purchase has been entered 
first m the Accounts Payable Cr column and then m the Hardware 
P-ctrciiases lyr tit T,Vie T'anritcatr ^ ttA'carm accurdmg to 

whether the purchase was for the hardware department or the furniture 
department Additional columns might also have been added for the 
recording of the purchase of items other than merchandise If that had 
been done, the purchases journal of Kmg and King might have been 
the same as the one illustrated on pages 122 and 123, except for the 
use of separate columns for Hardware Purchases Dr and Furniture 
Purchases Dr instead of one column for Purchases Dr 

The credits to the accounts of the vendors were posted currently 
At the end of the month the three amount columns were totaled and 
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the journal was ruled. The totals were posted to the accounts indicated 
in the columnar headings. If a bookkeeper using this type of purchases 
journal does not care to write the names of the accounts to which the 
totals are to be posted, he may indicate the posting by wilting directly 
below the total the number of the page in the ledger to which the 
posting has been made. This method is illustrated in the purchases 
returns and allowances journal shoivn at the bottom of this page. 


PURCHASES JOURNAL 


(VTC 

PUR. 

NO 

ACCOUNT CREDITED 

AODRErSS 

DATE 

OF 

INV 

TERMS 


ACCTS 

PAY 

CR 

HOWE 

PUR 

OR 

FURN, 

PUR. 

OR 

lO 

.r. 

1 

6 

10 

20 

27 

2S 

29 

30 

Simmons Hdwc. Co. 

CroNNcll Turn. Co 

BoutcH Fum. Co. 

W. D. Allen & Co 

St Lotus 

St. Paul 
Chicago 
Cleveland 

/'27 

3 1 
3/8 
3/18 

2 10. n '30 
2 10, n/OO 
2, 10, n/CO 
3/10. n/CO 

N 

>' 

V 

> 

3G3i75 
1.005 50' 
710 Ooi 
o03 55 1 

353 

503 

75 

55; 

i 

( 

1.005 .‘jO 
7 IOI 9.5 


31 


Account*! Payable Cr. 




17 

2.7G3 75 ' 





31 


Hardware Purchases Dr. 




24 

1 

1 

957 

30 


— 

31 


Furniture Purchases Dr 




30 




1 l.SOC 1.7 


Purchases Journal Showing Departmental Analysis 


THE PURCHASES Purchases returns and allowances require the 

A A . same analysis as purchases if the returns and 

allowances for each department are to be 
deducted from the purchases for that department. The pui’chases 
returns and allowances journal of King and Kng is shown below. The 
amount of each pwchase return or allowance has been entered in two 
columns: the Accounts Payable Dr. column and the retuims and 
allowances column that corresponds to the department for wliich the 
return or the allowance was made. At the end of the month the amoimt 
columns were totaled and the journal was ruled. The accounts payable 
account was debited and the hardware purchases returns and allow- 
ances and the fui’nitme purchases returns and allowances accounts 
were credited for the totals of the respective columns. 


PURCHASES RETURNS AND ALLOWANCES JOURNAL 



Purchases Returns and Allowances Journal Showing Departmental Analysis 
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THE SALES JOURHAL In a departmentalized wholesale business 
m whidi practically all sales are made on 
account, a sale* journal similar to that of King and King (illustration 
below) ma\ be used The total of each sale made b> King and King 
was recorded m the Accounts Receivable Dr column and the total 
of this column was posted at the end of the month to the debit of 
Accounts Receivable The hardware sales and the furmture sales were 
recorded m separate columns, and the totals of these columns were 
posted at the end of the month to the credit of the hardware sales and 
the furmture sales accounts The debits to the customers' accounts 
were posted currentlj 



Sales Joornat Shovtog Departmental Asalfsis 


In a retail business there are man> cash sales These are usually 
recorded as dail\ totals If a departmental analj’sis of sales is made, 
separate columns for the cash sales of the \anous departments may 
be pronded in the cash receipts record and the total of each column 
maj be posted at the end of the fiscal peruxi to the credit of the depart- 
mental sales account If a business sells largely on account, however, 
and makes relativelj few cash sales, it raaj not wish to have m its cash 
receipts record a separate column for the pash sales of each depart- 
ment In this case the need for these special columns m the cash 
receipts record ma> be avoided bj providing one speaal column for 
cash sales in the sales journal 

For example, the credit and cash sales of a wholesale firm dealmg 
in hardware and furmture are recorded in a sales journal having a 
special column entitled “Cash Dr” The journal illustrated on the 
opposite page show’s the sales that were made durmg April by this 
firm Each sale on account vvas recorded in the same manner as it was 
in the sales journal on this page The cash sales w ere recorded as totals 
howev er, m the Cash Dr column and in the column corresponding to 
the department in which these sales were made The totals of the cash 
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sales were also recorded in the cash receipts journal in the manner 
shown in the second illustration on this page. 


SALES JOURNAL 


DATE 


SALE 

HO, 

ACCOUNT DEBITED 

ADDRESS 

TERMS 

P R. 

ACCTS. 

REC. 

OR 

H 

KOV/E. 

SALES 

CR. 

FURN 

SALES 

CR- 

1050 















April 

5 

83 

Arcyer Ildwc. Co. 

Cleveland 

2/10, n/30 


2G9 

so 



2G9 

50 




10 


Cash Sales 






os 

05 



os 

05 


14 

02 

Bt. Paul Fum. Co. 

St. Paul 

2/10, n/30 


303 

10 





305 

10 


10 


Cosh Sales 






IIG 

75 

lie 

75 




24 

105 

J. V. Alexander 

New York 

2/10, n/30 

V 

4C9 

50 



205 

15 

2G1 

35 


20 

100 

James Hdwe. Co. 

City 

2/10, n/30 

V 

304 

GO 



301 

GO 










1.408 

70 

215 

to 

D5G 

00 

608 

10 








0) 


(V) 




"(sgT 



Sales Journal with a Column for Cash Sales 


Since the entries for cash sales in the sales journal were not to be 
posted to a separate account, they were checked in the Posting Refer- 
ence column. The total of the Cash Dr. column was also checked in 
order to prevent double posting from the sales journal and the cash 
receipts journal. As a result the amounts of cash sales were posted 
from the sales journal only as a part of the totals of the Hardware 
Sales Cr. and the Furniture Sales Cr. columns. 


CASH RECEIPTS JOURNAL 


DATE 

ACCOUNT CREDITED 

EXPLANATION 

P R 

general 

. ACCTS 
^ REC, 

1 CR 

SALES 

1 DISC. 
DR. 

CA3-4 

DR 

1950 











1 

April 

1 


Note No. 4 

3 

200 

00 





200 00 


5 

Carl B. Winston 

Inv. 3/28 less dtucount 

> 



ICS 

50 

3 

37 

10.5 13 


7 

Store Supplies 

Sold paper and twme 

10 

.0 

2.5 





5 25 


to 

.Sales 


> 

9S 

Gw» 





9s!c.5 


12 

St, Paul Fum. Co. 

Inv, 3/15 

> 



SO') 

8.5 



309(8.5 


15 

Meyor Ildwc. Co. 

Inv. 4/5 IcA.s discount 

V 



2G0 

oO 

o 

39 

20t 11 


ID 

Sales 

Cash sales 

V 

I no 

75 





llGji5 


Cash Receipts Journal Showing Entries for Cash Sales That TVere Also 
Recorded in the Sales Journal 


In the cash receipts journal a check mark was placed in the Posting 
Reference column, opposite each entry for cash sales, to indicate that 
the entry was not to be posted. As a result the amounts of cash sales 
were posted from this book only as a part of the total of the Net Cash 
Dr. column. The equality of the debits and the credits was main- 
tained in posting the columnar totals from both books because the 
credits to the hardware sales and the furniture sales accounts were 
equal to the debit to Accounts Receivable, posted from the sales 
jouj-nal, and the amount of cash sales posted from the cash receipts 
journal as a part of the total of the Net Cash Dr. column. 
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THE SALES RETURNS If sales retums and allo\\ances are numeroxis 
^ analyzed by departments, thej 
may be recorded in a columnar journal sirmlar 
to that illustrated below This journal is used by Ejng and King and 
proMdes special columns for the anal>sts of the sales returns and 
allowances of the departments 



Sales Returns and Allowances Journal Shoeing Departmental Analrsis 


FREIGHT, EXPRESS, Freight express and drajage on incoming 
AND DRAYAOE shipments of merchandise represent a part 

of the cost of the merchandise sold and are therefore added to the cost 
pnce of the merchandise purchased Freight express and drayage on 
outgoing shipments of merchandise represent the cost of delivering 
goods to customers and are usually treated as a selhng expense 

If a business is departmentahzed the freight and drajage in should 
be departmentalized in order to obtain accurately departmental cost 
of sales If this cost can be charged directly to the vanous depart- 
ments, more accurate figures result If it is not possible to charge it 
directly, it should be assigned on some satisfactory basis If commodi 
ties in the several departments are of similar bulk the cost of purchases 
would be acceptable for such assignment If the bulk vanes, then 
weight might be used A discussion of what basis should be used to 
distnbute ^^anous expense items mcludmg freight, will be found in a 
following section 

Since freight and drayage outward is usually classified as a selling 
expense, it will not be necessarj to departmentalize it, unless net profit 
b> departments is to be obtained If so, the basis for charging it to the 
several departments may follow that used for charging freight in and 
drayage to departments 

OPERATING EXPENSES A small departmentahzed business may use 
DEPARTMENTALIZED dq)artmental trading accounts that 

have been discussed in the preceding paragraphs From these accounts 
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the gross profit on the sales of each department can be determined. 
A large business, however, wll probably wish to have the expenses 
analyzed according to departments so that the net profit for each 
department can be determined. 

lAfiienever possible, the expenses of a department may be charged 
to the departmental expense accounts as the payments are made. For 
example, if a business having two departments pays salaries each week, 
the salaries may be charged to separate departmental accounts, such 
as Salaries of Sales Clerks, Department A and Salaries of Sales Clerks, 
Department B. 

Many expenses can be divided more conveniently at the end of the 
fiscal period than at the time they are paid or recorded. For example, 
the management may decide that rent is to be distributed to the 
various departments according to a fixed ratio. "When the ratio is 
established, both the amount and the desirability of the space used by 
each department are taken into consideration. Space in a prominent 
position on the first floor may be considered as being worth more than 
space on upper floors or in less prominent positions on the same floor. 

If the rent is paid monthly, it may be distributed to the departments 
at the time each pajnnent is made and the departmental rent accounts 
may be charged directly. If the books are closed only once a quarter or 
once a year, however, it probably would be more convenient to charge 
all rent payments to a rent account and then to distribute the rent to 
the various departments at the close of the fiscal period. 

APPORTIONMENT OF Departments naturally fall into two main 

dirtsions; (1) those departments that make 
TO DEPARTMENTS u • j j 

sales or sell services and (2) those depart- 
ments that assist or serve the selling departments. The departments 
in the second class are called ser\nce departments. Their expenses 
should be charged against the selling departments in accordance \rith 
the cost of the serrice rendered these departments. For e.xample, a 
departmentalized retail store maj’^ maintain a central office, with files, 
desks, and office employees, which serves the various selling depart- 
ments. If the ser\ice rendered by this central office is proportionate to 
sales made, then its costs should be apportioned among the several 
selling departments according to sales. Or, a parking lot for the con- 
venience of customers may be maintained at considerable cost. Cus- 
tomers make pui'chases in the various departments of the store. The 
cost of the parking lot should be apportioned to the various selling 
departments on some equitable basis. 
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If there are a number of sellmg departments and a number of 
service departments, a columnar distnbution sheet provides an effective 
accounting device for this apportionment Such an exp>ense distribu- 
tion sheet IS shown belov, 


OPERATING 

EXPENSES 

BASIS OF 
DlbTJUiU'TlON 



DISTRIBUTION 



GexcsiV 

Ornct 

A 

B 

C 





100 


Wl 

1500 












25 


100 









250 















30 

50 

IrO 









AdvertiBiDg 


1200 



170 



Totftl 


0 87S 






PurekaAing 









ehuea 







Gen*r«l Office 

Volume o> S*l« 



soo 

2 5 

600 

045 






t«10 

3J4S 

5 020 



































0 875 







This distribution sheet provides for the collection and the distribu 
tion of the expenses of two service departments, (1) Purchasing and 
(2) General Office, to three selling departments designated A, B, and C 
It also indicates m the second column the basis of distribution or 
apportionment The Total column should agree with the sum of the 
sellmg department columns since all costs are eventually charged 
against one or another of the sellmg departments 

On the distnbution sheet, each operating expense is distributed 
first to all the departments on some equitable basis The operating 
expenses for the two service departments, Purchasing and General 
Office, are then totaled and m turn are distnbuted to the selbng depart- 
ments The operating expenses of the purchasing department are dis- 
tnbuted on the basis of volume of purchases by each of the selling 
departments For example, assume that the purchases of Departments 
A, B, and C were $14,000, $28,000, and $42,000 respectively Of the 
total purchases, A would have B, and C, ^ These fractions 
are used in the distnbution of the total purchasing expenses, $840, to 
the three selling departments In a similar manner the operating 
expenses of the general office department are distnbuted on the basis 
of departmental sales volume 
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A^DE^ARTMENTAtf preparing a work sheet for a depart- 
IZED BUSINESS mentalized business at the close of the ac- 

counting period, it is customary to set up, 
under the heading '‘Profit and Loss Statement,” a pair of columns in 
which wll be entered the income, the costs, and the expenses of each 
department. An additional pair of columns is usually included for 
nondepartmental items. A business with two departments might 
therefore need six columns under ‘‘Profit and Loss Statement.” The 
sales, piuchases, inventories, expenses, and other items would be 
segregated by departments in two pairs of columns, and all items not 
applicable to any department would be entered in the additional pair 
of columns. The work sheet for an enterprise with tw’o departments 
might have the following columns: 


Name of 
A ccoTt^•T 

Tkial Bai^ance 

Adjustments 

. 

Profit and Loss Statement 

Balance Sheei 

Deft. A il Dei'T. B j N'ondept. 

Dr. 

Cb. 

Dn. 

Cb. 

Dr. 

Cb. 

Dr. 

Cb. 

Db. 

Cb. 

Dr. 

Cb. 













The columns under the heading “Profit and Loss Statement” would 
provide the data for the profit and loss statements of the business. 

If only gross profit is to be departmentalized, the trial balance 
accoimts entering into the determination of gi’oss profit W'ould appear 
in the appropriate departmental coliunns. The operating e.xpenses in 
this case would all appear in the last pair of profit and loss statement 
columns, headed “Nondepartment.” If, how^ever, operating expenses 
are to be departmentalized and net profit for each department is to be 
foimd, the Nondepartment columns w^ould be reserved for Other 
Income and Other Expense items, such as Interest Income and Sales 
Discount. 

The distribution of operating expense items not set up in separate 
departmental accounts in the ledger is illustrated below. The proper 
portions belonging to each department are entered in the departmental 
colunms on the work sheet. 



I I 

j 

\ 

1 

f 

Puorrr .and Loss Statemsnt 


i 

Name of 
Account 

; 1 



j Dept. A j 

j Dept. B j 

1 XoNDEpr. ^ 



1 Dk. 

Cb. 

Dr. 

Cb. 

I Dr. 

Cb. 

Dr. 

Cb. 

! Db. ! 

Cb. 1 

L 

j Db. 

Cb. 

i 


1 ■ 

1 

— 


- 







! 

1200 




900 


300 i 






Irt^ursnct?.. . 


soo 


400 


400 

1 


1 

t 1 
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The rent amoimt of $1,200 k distnbuted on the basis of area 
occupied, which for Department A is 1,800 square feet and for Depart- 
ment B IS 600 square feet The expired insurance of $800 is distributed 
on the basis of insurance earned apphcable to Departments A and B, 
which in this example calls for an equal distnbution 


THE PROFIT AND LOSS If the departmental analysis is carried to the 
PROFrr^SHOWi?BY^^ Sross trading profit earned by the depart- 
DEPARTMENTS ments, onlj the trading section of the profit 

and loss statement is affected A separate report may be prepared to 
show the gross trading profit earned bj each department, or a single 
statement maj be presented in a comparative form If the business 
has only two departments, the comparative form can be used to 
advantage The illustration below shows the trading section of such 
a statement for a business having two departments The remamder of 
this statement would be the same in form as that part of the statement 
for a noudepartmentahzed business that shows the determination of 
the net profit 


KING AND KING 
Paonr and Loss Statement 
For Month Ended March 31, 1950 


Trading Section 

Hardware 

Furniture 

Income from Sales 

Sales 

Less Sales Returns and Allow 


$1,498 S5 
11 70 


$2,005 50 
49 95 

Net Sales 


$1,486 95 


$1,955 55 

Cost of Goods Sold 

Purchases 

Add: Freight In 

Dra> age In 

$ 957 30 
46 50 
44 96 


$1,806 45 
158 56 
59 18 


Delivered Cost of Purcha«es 
Less Pur Ret, and Allow 

$1,048 76 
129 55 


$2,024 19 
247 60 


Net Purchases 

Add Inventory, Mar. 1, 1950 

$ 919 21 
3,(»2 90 


$1,776 59 
4,938 50 


Goods Available for Sale 

Less Inventory, Mar 31,1950 

$4,012 11 
2,880 94 


$6,715 09 
5,479 63 


Cost of Goods Sold 


$1,131 17 


$1,235 46 

Gross Trading Profit 


$ 355 78 


$ 720 09 

Total Gross Trading Profit 




$1,075 87 


Partial Profit and Loss Statement Showing an Analjsis of Trading Items for 
Two Departments 
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If the business has more than two or three departments, the use of 
additional columns at the right of the statement would make such a 
form awkward in appearance and use. In such cases it is adwsable to 
prepare a separate trading report for each department. Each of these 
reports would show as a final item the gross profit on sales for one 
department. The illustration below shows such a report for one of the 
departments of the business operated by Harvey Dom; 


HARVEY DORN 

Department A, Gross Profit on S.ales 
For Year Ended December 31, 1950 


Income from Sales: 

Sales 549,367.48 

Less Sales Returns and Allowances 140.75 

Net Sales .$49,226.73 


Cost of Merchandise Sold: 

Merchandise Inventory, January 1, 1950 .$ 4,968.00 

Purchases $37,406.40 

Add Freight In 645.00 

Delivered Cost of Purchases $38,051.40 

Less Purchases Returns & Allow. . 144.90 

Net Purchases 37,906.50 

Merchandise Available for Sale $42,874.50 

Less Merchandise Inventory, Dec. 31, 1950 . 5,345.15 

Cost of Merchandise Sold 

Gross Profit on Sales . . 


37,529.35 

$11,697.38 


Trading Report Showing the Gross Profit of a Department 


After the trading reports for the variotis departments have been 
completed, another report is prepared to show the net profit of the 
business as a whole. The various amounts of gross profit are added on 
this profit and loss statement to show the total gross profit. The state- 
ment is then completed in the usual manner. The illustration on 
page 466 is the profit and loss statement of Harvey Dom, with which 
the ti’ading report in the illustration above comelates. 


THE PROFIT AND LOSS If the net profit for each department is deter- 
PROFrr^lHOWi^BV mined separately, a separate profit and loss 
DEPARTMENTS statement showing net profit is made for each 

department. The departmental profit and loss statements are much 
the same in form as the statement of a nondepartmentalized business. 
Each statement closes with the net profit from the operations of a 
particular department. On a separate report the net profits from the 
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HARVEY DORN 

Profit and Loss Statement 

For Year Ended December 31, 1950 

Gross Profit for Department A 

$11,697 38 

Gross Profit for Department B 

4,183 68 

Gross Profit for Department C 

2,405 40 

Gross Profit for Department D 

3 111 15 

Total Gross Profit 

$21,397 61 

Operating Expenses 


Selling Expenses 


Salaries of Sales Clerks 

$6,264 20 

Advertising 

1,810 00 

Depreciation of Store Fixtures 

132 85 

Store Supplies Used 

214 50 

Expired Insurance on Mdse 

22 50 

Expired Insurance on Store Fixtures 

10 00 

Miscellaneous Selling Expense 

28 60 

Total Selling Expenses 

$ 8,482 65 

Delivery Expenses 


Wages of Truck Driver 

$1 615 00 

Depr of Delivery Equipment 

212 00 

Delivery Supplies Used 

115 00 

Expired Insurance on Delivery Equip 

60 00 

Miscellaneous Delivery Expense 

65 20 

Total Delivery Expenses 

2,067 20 

General Expenses 


Office Salaries 

$2,768 90 

Rent 

2,500 00 

Depr of Office Equipment 

43 00 

Office Supplies Used 

83 50 

Expired Insurance on Office Equip 

3 50 

Loss from Bad Debts 

215 06 

Miscellaneous General Expense 

629 40 

Total General Expenses 

6,243 36 

Total Operating Expenses 

16,793 21 

Net Profit from Operations 

$ 4,604 40 

Other Income 


Purchases Discount 

$ 570 10 

Interest Income 

34 40 

Total Other Income 

$ 604 50 

Other Expense 


Sales Discount 

$ 194 70 

Interest Expense 

93 65 

Total Other Expense 

288 35 

Net Addition 

316 15 

Net Profit 

$ 4,920 55 

Profit and Loss Statement of a Departmentalized Business 
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operations of the various departments are added to show the total 
net profit for the period. To this amount the other income is added, 
and from the total the other expense is subtracted, in the same manner 
as these items are treated in the profit and loss statement of a nonde- 
partmentalized business. The following illustration is a statement 
showing the method of reporting the net profits earned by various 
departments and of handling the other income and expense of the 
business. 

FREDERICK GALE 
Profit and Loss Statement 
For Year Ended December 31, 1950 


Net Profit from Operations, Department A $9,590.50 

Net Profit from Operations, Department B 6,450.10 

Net Profit from Operations, Department C 7,112.50 

Total Net Profit from Operations $23,153.10 

Other Income: 

Purchases Discount $455.10 

Interest Income 26.30 

Total Other Income 481.40 


Other Expense: 

Sales Discoimt . . . 
Interest Expense . . 

Total Other Expense 
Net Addition 


191.90 

90.15 

. 282.05 

199.35 


Net Profit 


$23,352.45 


Profit and Loss Statement of a Departmentalized Business 


ADJUSTING AND The departmentalization of a business results 

OF°A ^p^^RT^nI^ in no essentially new problems in the adjust- 
TALIZED BUSINESS ing and closing of the ledger. For each depart- 
ment, separate inventory, sales, sales retiums and allowances, purchases, 
freight in, and purchases returns and allowances accoimts are required. 
If the reports show only the gross profit of each department, the trading 
accoimts for each department are closed into a trading summary 
accoimt for that department. The balances of these departmental 
trading summary accoimts are then closed into a profit and loss sum- 
mary accoimt for the enterprise as a whole. The expense accounts are 
closed into the latter accoimt just as they are when a business is not 
departmentalized. The other income and the other expense accounts 
are also closed in the usual manner. If the net profit or the net loss of 
each department is determined, departmental income summarj' ac- 
counts are used, and only the net profits or the net losses of the imrious 
departments are closed into a general profit and loss summaia- account. 
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QUESTIONS 

1 (a) When a business is dmded into five departments and the gross 
profit IS to be determined by departments, what accounts must be deter- 
mined by departments and what accounts must be departmentalized’ (b) 
In this case which item will be the most difficult to departmentalize’ 

2. Does the establishment of three departments result in three times as 
much posting from the purchases journal’ Explain 

3 When sales are classified by departments, how ma> cash sales be 
recorded in order to show departmentalization’ 

4 Wilbur Binns operates a mercantile store in which three kinds of 
merchandise are sold He believes one kind is resulting in a loss What 
accounts could be set up to help him determine whether he should continue 
to carry this particular kind of merchandise’ 

5 Albert Dickman owns and operates the Comer Drug Store He has 
installed a soda fountain and a lunch counter and u*jshes to be able to 
determine the profit of the soda fountain separately (a) What new ac- 
counts should he set up’ (b> What changes will be made in his books of 
original entry’ 

6 Thomas Martin, a retail shoe dealer, maintains three departments, 
for ladies', men’s, and children’s shoes respectively It is not practicable 
to separate the freight and drajage costs at the time payments are made 
How would you apportion the total freight and drayage costs to the 
three departments at the end of the year’ 

7 The Johnson Service Station provides vanous services for automobile 
drivers It is located in a high-class residential suburb of a large city on 
a mam traffic artery It is owned by Melvin Johnson , it regularly employs 
six men besides the proprietor WTiat departmentalization would you 
advise’ Name the departments in order, if there were to be three, four, 
five, or SIX departments Would you determine gross profit or net profit 
departmentally ’ 

8 In departmental accounting, what basis of distribution to departments 
should be used for the following expense items (a) freight in, (b) advertis- 
ing expense, (c) depreciation of fixed assets, (d) general manager’s salary, 
(e) property taxes, and (f) delivery expenses’ 

9 The Hughes Department Store has five departments In the past, 
separate gross profit figures have been obtained for each department 
The general manager decides that m the future he should know the net 
profit of each department instead of the gross profit What changes in 
the accounting procedure will be necessary’ 
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PROBLEMS 


1. The Northside Super Market has four sales departments: (1) Grocerj^ 
(2) Bakery, (3) Meats, and (4) Vegetables; and three service departments: 
(1) Purchasing, (2) Advertising, and (3) General Office. The following 
pertinent information was taken from the books: 



Grocery 

Bakery 

Meats 

Vegetables 

Sales for the Year 1950 

500,000 

100,000 

200,000 

200,000 

Purchases for the Year 1950. . . . 

300,000 

50,000 

150,000 

100,000 

Inventory, January 1, 1950. . . 

105,000 

1,000 

15,000 

10,000 

Inventory, December 31, 1950 

100,000 

2,000 

25,000 

15,000 

Expenses for the year were: 








Salaries, Supplies, 


Advertising and Insurance 


Purchases 28,600 

Advertising 24,200 

General Office 78,500 

Grocery 20,000 30,400 

Bakery 5,000 15,300 

Meats 10,000 28,600 

Vegetables 15,000 44,400 


50,000 


250,000 


The annual depreciation charges were $12,000. They are to be dis- 
tributed as follows: 


Purchasing 

10% 

Grocery . 

30% 

Advertising 

5% 

Bakery. 

10% 

General Office . . . 

10% 

Meats . , . 

20% 



Vegetables. 

.. 15% 

The annual lighting charges were $3,000. These should be distributed 

according to the number of watts used. 

The number of watts used wms: 

Purchasing. . . . 

200 

Grocery . 

1,000 

Advertising. . . . 

. 200 

Bakery.. . 

500 

General Office. . . 

. 300 

Meats 

500 



Vegetables .... 

, . . 300 

The purchasing e.xpenses are to be 

distributed on 

the basis of net 


purchases; the advertising e-vpenses, on the basis of direct advertising 
chai’ges; and the general office expenses, on the basis of net sales. 

Instructions: (1) Prepare an expense distribution sheet. 

(2) Prepare one departmentalized profit and loss statement for all de- 
partments. 
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2. The tnal balance of the Irmn-Evans Company at the end of the 
fiscal year on June 30, 1950, is given below 


Ir^in*E\ans Company 
Trial Balancc 
June 30, 1950 


Cash 

$ 33,500 


Accounts Receivable 

100,400 


Reserve for Bad Debts 


$ 2,000 

Merchandise Inventory, Dept A 

50,000 


Merchandise Inventory, Dept B 

35.000 


Store Equipment 

75.000 


Reserve for Depr of Store Equipment 


22,500 

Store Supplies 

22,000 


Capital Stock 


190,000 

Surplus 


61,436 

Sales, Department A 


200,000 

Sales, Department B 


100,000 

Purchases, Department A 

140,000 


Purchases, Department B 

65,000 


Sellmg Expense (control) 

33.600 


General Expense (control) 

20.436 


Interest Income 


1,500 

Interest Expense 

2,500 



$577,436 $577,436 


The following adjustments are to be made on June 30 

Merchandise in% entory. Department A $40,000 

Merchandise in>entory. Department B 80,000 

Store supplies in% entory 9,100 

Depreciation of store equipment, 10% 

Reserve lor bad debts, an additional 1% oJ sales. 

Provision for federal income tax, 21% 


All selling and general expenses are to be distnbuted to the two 
departments, A and B, in proportion to their sales 

In$lrueUon8 (1) Prepare a twehe-column work sheet with columns 
similar to those in the illustration on page 463 of the textbook The work 
sheet is to show the net profit or loss earned by each department of the 
busmess and the net profit of the entire business 

(2) Prepare a profit and loss statement for each department 

(3) Prepare a profit and loss statement showing the net income of the 
business This statement should begin with the net profits or losses earned by 
the two departments. 
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BRANCH ACCOUNTING 

BRANCH OPERATIONS In the attempt to increase volume of sales, 
AC^OinoiNG many business concerns have established 

branches. Through operation at various 
points, the needs of consumers are more effectively met and sales are 
built up. Whenever sales occur at different locations, there is need for 
branch accounting for income and expense. Whenever assets and 
liabilities are connected with branch operations, there is need for branch 
accounting for balance sheet items. Branch accounting goes beyond 
departmental accounting in utilizing a complete set of accounts in a 
separate set of books. 

The development of branch activity by large business corporations 
has been one of the outstanding movements in modem business. The 
corporation that sells merchandise in a hundred or a thousand stores 
over a state or over the entire country is a well-known feature of 
present-day merchandising. The chain store, operating under a central 
management, but each store ^vith a branch manager in charge locally, 
has become an accepted characteristic of the business of today. 

For efficient management, it is necessary to know the profitableness 
of each branch. The earning capacity of various locations under the 
several managers is an important part of branch administi-ation. K 
branch accounting shows that a branch is showng a loss or a less than 
average profit, that branch deserves the serious consideration of the 
central management. 

In this chapter it vdll be possible to deal only vdth a central office 
and one or two branches. The fundamental considerations, however, 
are not materially changed when there are many branches. An imder- 
standing of the transactions of a home office and its branches should 
contribute to a better understanding of this current economic phe- 
nomenon. 


METHODS OF BRANCH The following classification of branch ac- 
ACCOUNTING counting methods is not intended to be 

arbitrary. In any specific business, modifications ^wll be found. In 
many cases part of the accounting system will be centralized at the 
home office, and other parts will be centralized at the branch. Gener- 
ally, however, the methods of accounting for branches may be classified 
as follows: 
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First Method No accounting records except those of a memoran- 
dum nature are kept at the branch The books of onginal entry and 
the ledger records of the branch transactions are maintained at the 
home office While this method centralizes the bookkeeping at the 
home office, it fails to provide branch managers with current, up-to- 
date information regarding their own activities Branch managers 
must rely on such penodic reports as may be furnished by the home 
office 

In nearly all cases a branch is given a itorking fund, which is 
sufficient to meet its needs for a hmited penod of time The branch 
reports its disbursements to the home office when it needs additional 
funds, and the home office sends it a check for the amount of the dis- 
bursements The accounting for such a working fund is similar to that 
used for petty cash descnbed in Chapter XV 

Second Method The branch makes entnes for all transactions that 
it performs, and then it forwards to the home office summaries of 
these entnes For example the branch records all sales made by it, 
and at the end of the month it sends to the home office a report showing 
the total to be debited to Accounts Receivable and credited to Sales 
Similar reports are made for purchases cash receipts, and cash dis- 
bursements The general journal entnes for the month are reported 
individually The branch makes the penodic summanes on journal 
vouchers The home office files the vouchers in loose leaf binders and 
uses them as mediums of posting either to an individual ledger main- 
tained for the branch or directly to the general ledger 

Third Method The branch maintains books of onginal entry and 
also a ledger In short it has a complete accounting system In the 
ledger is a controlling account with the home office, which takes the 
place of the customary proprietorship accounts In the ledger of the 
home office is a similar eontrolhng account with the branch A penodic 
report, usually prepared monthly, is made to the home office, and from 
this report an entry is made in the records of the home office to record 
the profit or the loss of the branch This method of branch accounting 
will be illustrated m the remaimng pages of the chapter 

RECIPROCAL ACCOUNTS The home office controlling account for a 
ACCOUNTING branch is an asset account, for it represents 

the ownership or investment m the branch 

This account is known as Branch Ledger and is debited for cash or 
other assets that the home office sends to the branch Whenever a 
profit IS reported by the branch, the home office records this in its books 
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by a debit to the branch ledger account and a credit to a suitable 
income account. Conversely, cash or other assets received from the 
branch or a loss reported by the branch are recorded as credits to 
Branch Ledger, for the reduction in the net assets of the branch repre- 
sents a decrease in the ovmership interest in the branch. 

The branch keeps a coiTesponding account known as Home Office 
Ledger. This account represents the ovmership interest of the home 
office in the branch. The receipt of cash or other assets from the home 
office is recorded as a credit to Home Office Ledger. ^Vhen a profit is 
made by the branch, Home Office Ledger is credited, for a profit 
increases the ovmership interest of the home office. Whenever the 
branch sends cash or other assets to the home office or incurs a loss, 
Home Office Ledger is debited, since the ovmership interest of the 
home office in the branch is decreased. 

The two accounts Branch Ledger and Home Office Ledger are 
called reciprocal accoxmts. When the branch ledger account is debited 
by the home office, the home office ledger account is credited by the 
branch office. When the branch ledger account is credited by the 
home office, the home office ledger accoimt is debited by the branch 
office. The debit items in the branch ledger account correspond to the 
credit items in the home office ledger account ; the credit items in the 
branch ledger accoimt coirespond to the debit items in its reciprocal 
accoimt. The reciprocal nature of the two accounts is shown in the 
following diagram: 


IN THE HOME OFFICE LEDGER 
Branch Ledger 


Cash sent to 

Cash received 

branch. 

from branch. 

Other assets sent 

Loss reported by 

to branch. 

branch. 

Profit reported by 


branch. 



IN THE BRANCH LEDGER 
Home Office Ledger 


Cash sent to 

Cash received 

home office. 

from home 

Loss suffered by 

office. 

brancli. 

Other assets re- 
ceived from 
home office. 

Profit earned by 
branch. 


Wlien 5500 cash is sent to the branch by the home office, the entry 
on the home office books in general joiumal form is: 

Branch Ledger 500 

Cash 500 


and the entry on the branch books in general joiumal form is: 


Cash 500 

Home Office Ledger 500 
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In a similar manner, all transactions indicated on the two reciprocal 
accounts might be set up in journal form 

When merchandise is shipped from the home office to the branch, 
the home office debits Branch Ledger and credits Shipments to Branch 
The branch debits Shipments from Home Office and credits Home 
Office Ledger The two accounts Shipments to Branch and Shipments 
from Home Office are also reciprocal accoimts They differ from the 
first pair of reciprocal accounts described above m that each account 
has entries on one side only Shipments to Branch has credit entnes 
only. Shipments from Home Office has debit entnes only It is obvious 
that the debit total of the latter account must, of necessity, equal the 
credit total of the former 

In the previous discussion it was assumed that shipments to the 
branch were made at cost If such shipments were made at selling 
pnce or at a pnce higher than cost, the charge to the branch would 
include an element of profit that will not be realized until the mer- 
chandise is sold by the branch Whenever shipments to the branch are 
made at pnces higher than cost, it is necessary to adjust all the recipro- 
cal accoimts in order to know the true equity of the home office in the 
branch and to know the true profit or loss of the branch In this 
chapter all sbpments will be at cost, thus making such adjustments 
unnecessary 


ILLUSTRATION OF The accounting procedure of a home office 
^ branch do^ not differ from the usual 
accounting procedure except for the intro- 
duction of the reciprocal accounts descnbed above The new branch 
ledger accounts, Home Office Ledger and Shipments from Home Office, 
and their reciprocal accounts m the home office ledger. Branch Ledger 
and Shipments to Branch, constitute the chief distmgmshing char- 
acteristics of branch accounting To illustrate branch accounting the 
following summary of the transactions performed by a branch is given 


1 A home office opened a branch and sent it $5 000 in cash and $15,000 
worth of merchandise, with which to start operations 

2 The branch purchased merchandise on account for $5 000 dunng the 
period 

3 It sold $8 000 worth of merchandise for cash and $4,000 worth on 
account 


4 It paid operating expenses amounting to $2,500 

5 It collected $3,000 on accounts receivable 

6 It sent to the home office $10 000 m cash 
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The branch recorded the transactions for the month in the manner 
illustrated by the following journal entries: 

( 1 ) 

Cash; 5,000 

Shipments from Home Office 15,000 

Home Office Ledger 20,000 

Received cash and merchandise from the home office 
with which to start operations. 

( 2 ) 

Purchases 5,000 

Accounts Payable. ... 5,000 

Purchased merchandise on account. 

(3) 

Cash 8,000 

Accounts Receivable 4,000 

Sales 12,000 

Sold merchandise for cash and on account. 

(4) 

Expenses 2,500 

Cash 2,500 

Paid operating expenses with cash. 

(5) 

Cash 3,000 

Accounts Receivable 3,000 

Made collections on credit sales. 

( 6 ) 

Home Office Ledger 10,000 

Cash 10.000 

Sent cash to the home office. 

Of the previous si.x transactions only the first and the last involve 
transactions between the home office and the branch. The other four 
transactions involve only the branch as one party and outside business 
units as the second parties. 

The merchandise inventory of the branch at the end of the month 
amounted to $12,000. The journal entries required to adjust the in- 
ventory and to close the books of the branch are as follows: 
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Merchandise Inventory 12,000 

Profit and Loss Summary 12,000 

To record the ending merchandise inventory 

(b) 

Profit and Loss Summary 20,000 

Shipments from Home Office 15,000 

Purchases 5,000 

To close the accounts with merchandise shipped 
from the general office and merchandise purchased 

(c) 

Sales 12 000 

Profit and Loss Summary 12 000 

To close the sales account 

<d) 

Profit and Loss Summary 2,500 

Expenses 2,500 

To close the account with operating expenses 

(e) 

Profit and Loss Summary 1,600 

Home Office Ledger 1,600 

To close the profit shown by the profit and loss 
summary account into the home office ledger ac- 
count 


The profit and loss statement and the balance sheet that the branch 
prepared for the general office were as follows 

Branch Profit and Loss Statement 


For Month Ended January 31, 1949 


Sales 

Cost of Goods Sold 

Purchases 

Shipments Irom Home Office 

5,000 

15,000 

12,000 

Mdse Available for Sale during Month 

Less Mdse Inventory, January 31, 1949 

20,000 

12,000 


Cost of Goods Sold 


8,000 

Gross Profit from Sales 

Operating Expenses 


4,000 

2,500 

Net Profit from Operations 


1,500 


Profit and Loss Statement of a Branch 
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Branch Balance Sheet 
January 31, 1949 


Assets 

Liabilities and Proprietorship 

Cash 

Accounts Receivable 
Merchandise Inventory 

3,500 

1,000 

12,000 

Accounts Payable 

Home Office Ledger 

5,000 

11,500 

Total Assets 

16,500 

Total Liab. and Prop. 

16,500 


Balance Sheet of a Branch 


The general office made the followng entries in its books to record 
its transactions with the branch: (These entries are designated by 
number or letter for comparison wth the corresponding entries made 
by the branch.) 

( 1 ) 

Branch Ledger ... 20,000 

Cash . 

Shipments to Branch 

Sent cash and merchandise to the branch wth 
which to start operations. 

( 6 ) 

Cash 10,000 

Branch Ledger 10,000 

Received cash from the branch. 


5,000 

15,000 


(e) 


Branch Ledger 

Profit of Branch 

To record the profit reported by the branch. 


1,500 

1,500 


Ti-ansaction (e), shown both in the branch joui'nal illustration and 
in the general office illustration, records the profit of the branch and 
the taking up of the profit by the general office. "Viffienever profits or 
losses are determined by making branch statements, it is necessai’y 
that the general office record the increase or decrease in branch invest- 
ment by a journal entry. 

The transactions illustrated on pages 475, 476, and 477 include two 
sets of reciprocal accounts: (1) Home Office Ledger and Branch Ledger 
and (2) Shipments from Home Office and Shipments to Branch. The 
first set are balance sheet accounts; the second set are profit and loss 
statement accounts. There vdll be as many groups of these four ac- 
covmts as there are branches. 
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CONSOLIDATED It is desirable to have consolidated state- 

STATEMENTS ments showing the combined results of the 

home office and the branch activities for each period A consolidated 
profit and loss statement is prepared by the use of a work sheet For 
example, the work sheet used by the home office mentioned in the 
preceding discussion is shown below 


HOME OFFICE AND BRANCH 
Work Sheet for Consolidated Profit and Loss Statement 
January 31, 1949 



HOBfE 

Office 

Ledger 

Branch 

Eliminations 

Cols 
Profit 
AND Loss 



Dr 

Cr 

MENT 

Sales 

35 000 

12,000 



47,000 

Cost of Goods Sold 

Mdse Inv January 1 
Purchases 

Shipments from Home 
Office 

30.000 

40.000 

5 000 

IS 000 


15,000 

30.000 

45.000 

Less Shipments to 

Branch 

70,000 

15 000 


16,000 



Mdse Available for Sale 
Less Mdse Inv, Jan 31 

55 000 
35,000 

20,000 

12 000 



75 000 
47,000 

Cost of Goods Sold 

20,000 

8 000 



28,000 

Gross Profit on Sales 
Operating Expenses 

15,000 

6,000 

4 000 
2,500 



19,000 

8,500 

Net Profit 

9,000 

1,500 

15,000 

15,000 

10,500 


Work Sheet for a Consolidated Profit and Loss Statement 


On the work sheet the accounts Shipments to Branch and Ship- 
ments from Home Office were ehminated since they did not represent 
transactions with outsiders The ehmmation of these items made 
possible the preparation of a consohdated statement that showed the 
results of the operations of the home office and the branch as one 
organization The consolidated report that was prepared from the 
Consohdated Profit and Loss Statement coluinn of the work sheet was 
as follows 
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HOME OFFICE AND BRANCH 
Consolidated Profit and Loss Statement 
For Month Ended January 31, 1949 


Sales 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1949. . . . 
Purchases 

30.000 

45.000 

47,000 

Merchandise Available for Sale 

Less Mdse. Inventory, January 31, 1949 . 

75.000 

47.000 


Cost of Goods Sold 


28,000 

Gross Profit on Sales 

Operating Expenses 


19,000 

8,500 

Net Profit from Operations 


10,500 


Consolidated Profit and Loss Statement 


In a similar manner a consolidated balance sheet may be prepared 
at the end of the period from a work sheet. For instance, the home 
office mentioned in the preceding discussion used the following work 
sheet in the preparation of its consolidated balance sheet. 


HOME OFFICE AND BRANCH 
Work Sheet for Consolidated Balance Sheet 
January 31, 1949 



Home 

Office 

Ledger 

Branch 

Ledger 

Eliminations 

Consoli- 

dated 

Balance 

Sheet 

Dr. 

Cr. 

Assets: 






Cash 

26,000 

3,500 



29,500 

Accounts Receivable . 

23,000 

1,000 



24,000 

Merchandise Inventory 

35,000 

12,000 



47,000 

Branch Ledger 

11,500 



11,500 


Total Assets 

95,500 

16,500 



100,500 

Liab. & Proprietorship: 






Accounts Payable 

20,000 

5,000 



25,000 

Home Office Ledger 


11,500 

11,500 



Capital Stock 

50,000 




50,000 

Surplus 

25,500 




25,500 

Total Liab. and Prop 

95,500 

■| 

16,500 

11,500 

11,500 

100,500 

1 ' - 


Work Sheet for a Consolidated Balance Sheet 
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On the work sheet the accounts Branch Ledger and Home Office 
Ledger were eliminated so that a consolidated report showing the 
assets, the liabilities, and the propnetorship of the home office and the 
branch as one organization could be prepared The consolidated report 
that was prepared from the Consolidated Balance Sheet column of the 
work sheet is illustrated below 


HOME OFFICE AND BRANCH 
Consolidated Balance Sheet 
January 31 1949 


Assets 

Liabilities and Proprietorship 

Cash 

29 500 

Accounts Payable 

25 000 

Accounts Receivable 

24 000 

Capital Stock 

50 000 

Merchandise Inventory 

47 000 

Surplus 

25 500 

Total Assets 

100 500 

Total Liab and Prop 

100 500 


Consotidated Balance Sheet 


The consolidation of the statements of several branches with that 
of the home office would be accomplished in a manner similar to that 
illustrated above with a single branch The only difference would be a 
lateral expansion of the work sheet Instead of one column for Branch 
Ledger, there would be as many columns as there were branches 

VALUATION OF The merchandise inventory reported on the 

Kventory of balance sheet of the branch is usually valued 

A branch at the same pnces at which goods are billed 

by the home office to the branch These pnces are frequently higher 
than cost because the consigned merchandise is valued at selling prices 
In all cases in which this inventory valuation is not on the basis of cost 
or market value, whichever is the lower, a reserve sufficient to reduce 
the inventory to its proper valuation is set up on the books of the home 
office Upon the consolidation of the balance sheet of the branch with 
that of the home office this reserve is treated as a deduction from the 
branch inventory, and the branch inventory is reported at its net value 
m the consolidated balance sheet 

When shipments to branches are billed at pnces higher than cost, 
adjustments of the branch income statement figures must be made if 
the true branch profit is to be known It is simpler to follow the 
practice illustrated in this chapter and pnce shipments at cost, thus 
avoiding pnce adjustments m mventones and shipments accoimts 
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IN'?fRNi[*o°PERATlONS over-iMreasing size of busine^ units, 

tile need for internal accounting is likewise 
growing. It is necessary to account separately for the various parts 
of which these large units are made up. This accounting involves first 
a breakdo^vn of the accounts, departmentally or by branches, followed 


by a consolidation to show the unit as a whole. 

In the large five-and-ten-cent store chains, for example, there is 
first a breakdovm by commodities sold and second a breakdown! by 
branches selling these commodities. For efficient administration of 
these large mercantile establishments, it is necessary to have the 
departmental analysis and the branch analysis. More and more 
attention will be directed in the future to accounting for small units 
under a central administration. 


QUESTIONS 

1. Distinguish between controlling accounts and reciprocal accounts. 
Give an illustration of reciprocal accounts. Give four illustrations of 
controlling accounts. 

2. What amount on the branch balance sheet appears also on the home 
office balance sheet? 

3. Tifiiat two items on the balance sheet of the home office appear as a 
single item on the balance sheet of the branch? 

. 4. How does closing the accounts of a branch differ from closing the 
accounts of the home office? 

5. The ledger of a branch office may contain two accounts with incoming 
merchandise, (a) What are these accounts called? (b) Why are both kept? 

6. Why are the accounts Shipments to Branch and Shipments from 
Home Office needed in addition to Sales and Purchases in preparing the 
profit and loss statements for the branch and the home office? 

7. The followdng branch ledger account was taken from the ledger kept 
in the home office of B. K. Abbott Company. Give the corresponding 
entries that were made in the records of the Lakeside Branch. 


Lakeside Branch Ledger 


1950 

- 


HI 

■■■ 

1950 



n 


Jan. 

S 

Cash 


4,000 

Feb. 

28 

Loss 


800 


31 

Profit 


1,200 

Mar. 

15 

Cash 


1,200 

Feb. 

13 

Furn. and Fi.x. 


2,000 






Mar. 

ol 

Profit 

m 

2,000 




1 
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8 The following home ofBce ledger account was taken from the branch 
office ledger of Glaser and Kelley, Inc Give the journal entries that 
were made on the books of the home office 


HoiiE Office Ledger 


1950 

— 




19o0 

— 



— 

June 

3C 

Loss 


1,000 

April 

€ 

Cash 


4,000 

July 

15 

Cash 


1,600 


25 

Fum and Fix 


4,000 






Dec 

31 

Profit 


2,000 


9 Does the above ledger account contain all the entries during the 
I>enod’ If not, what entnes are omitted’ 

10 Give the journal entnes for the following branch transactions (This 
IS not a complete list of transactions for the penod ) 

Oct 1 The home office sends the branch $1,000 in cash, furniture and 
fixtures valued at $300, and merchandise, at cost, $1,800 
4 The branch purchases on account from an outside firm merchandise 
worth $800 

8 The branch sells merchandise on account for $1,600, for cash, $800 
15 The branch pays general operating expenses of $300 
21 The branch sends the home office $400 in cash 
24 The home office ships the branch merchandise, at coat, $900 
30 The branch reports a net profit of $500 


PROBLEMS 

1 Chambers, Inc , of Los Angeles, opened a branch office m Kansas Citj 
on January 1, 1950 Transactions and adjustments reflecting branch 
operations for the year ended December 31, 1950, were as follows 

(a) Cash advanced by the home office, $75,000 

(b) Shipments of merchandise from the homeoffice to the branch, $419,000. 

for cash V/ the bTanch, WW 

(d) Remittances to home office, $300,000 

(e) Operating expenses paid in cash by the branch, $100,000 (Charge 
Operating Expenses Control ) 

(f) Merchandise inventory, December 31, 1950, $69,000 

In$trneiions‘ (1) Set up “T” accounts for the branch office as follows 
Cash, Merchandise In\ entory. Home Office Ledger, Profit and Loss Summary, 
Sales, Shipments from Home Office, and Operating Expenses Control Record 
the foregoing transactions and adjustments in these accounts 

(2) Set up “T” accounts for the home office as follows Cash, Branch 
Ledger, Profit of Branch, and Shipments to Branch Record the effect of 
the transactions on these accounts 
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(3) Close the branch office income and expense accounts to Profit and 
Loss Summary and the balance of Profit and Loss Summary to Home Office 
Ledger. Record the branch profit in the home office “T” accounts. 

(4) Prepare a profit and loss statement and a balance sheet for the branch. 

2. The trial balance of the home office and that of the branch of the 
Rogers Corporation on June 30, 1950, the close of a monthly fiscal period, 
are given below: 



Home Office 

Branch 


Dr. 

Cr. 

Dr. 

Cr, 

Cash 

100,000 


20,000 


Merchandise Inventory . 

150,000 


75,000 


Branch Ledger . 

80,000 




Accounts Payable 


40,000 


10,000 

Home Office Ledger 




80,000 

Capital Stock . 


200,000 



Surplus . 


50,000 



Sales 


175,000 


100,000 

Shipments to Branch 


60,000 



Purchases. . 

140,000 


15,000 


Shipments from Home Office 



60,000 


Operating Expenses Control 

55,000 


20,000 



525,000 

525,000 

190,000 

190,000 


Merchandise Inventory, June 30: home office, $130,000; branch, 
$80,000. 

Inslriictions: (1) Prepare work sheets for a consolidated profit and loss 
statement and a consolidated balance sheet. Adjust the home office ledger 
account of the branch for the branch profit, and the branch ledger and surplus 
accounts of the home office for the branch profit. Also adjust surplus for 
the home office profit. 

(2) Prepare a consolidated profit and loss statement and a consolidated 
balance sheet. 

3. Snyder, Inc., of New York, operates a branch in Chicago. On April 
30, 1950, the post^dosing trial brJance of the home office and that of the 
branch were as follows: 



Home 

Dr. 

Office 

Cr. 

Branch 

Dr. Cr. 

Cash 

Merchandise Inventory, . . . 

Branch Ledger 

Home Office Ledger 

Capital Stock 

Surplus 

.. 30,000 
.. 24,000 
. . 12,000 

50.000 

16.000 

2,000 

10,000 

12,000 


66,000 

66,000 

12,000 12,000 
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The transactions and adjustments for May were as follows* 

(a) Merchandise shipped from the home office to the branch, $20,000 

(b) i'll sales ^vere for cash home office, $40,000; branch office, $20,000 

(c) The following cash expenditures were made 



Home Office 

Branch 

Merchandise purchases 

$46,800 


Operating expenses 

4,000 

$2,200 


$50,800 

$2,200 

(d) Inventories 

Home Office 

Branch 

Merchandise 

$20,000 

$12,000 


Inslruetiona (1) Open "T” accounts as follows for the home office 
Cash, Merchandise Inventory. Branch Ledger, Capita! Stock; Surplus, 
Profit and Loss Summary, Sales. Shipments to Branch, Purchases, Operat 
ing Expenses Control, and Profit or Loss of Branch Open the following “T ' 
accounts for the branch Cash Merchandise Inventory, Home Office Ledger, 
Profit and Loss Summary, Sales, Shipments from Home Office, and Operat* 
mg Expenses Control 

(2) Record the beginning balances and the transactions and adjustments 
for May directly in the "T” accounts (no journal entnes required) 

(3) Close the income and expense accounts of the branch ledger to the 
profit and loss summary account Close the balance of Profit and Loss Sum- 
mary to Home Office Ledger 

(4) Record branch profit or loss in the home office books Close the home 
office income and expense accounts to the profit and loss summary account, 
and close the balance of Profit and Loss Summary to Surplus 

(6) Prepare work sheets for the consolidated profit and loss statement 
and the consolidated balance sheet 
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Thus far, consideration has been given to 
the accounting procedures used by service 
and naereantile enterraisos. Mercantile enter- 
prises obtain from manufacturing concerns the merchandise that they 
sell. Manufacturers employ labor and use machinery in converting 
raw materials into finished goods. In thus changing the form of the 
commodities, their activities differ from those of merchandisers. 

The commodities purchased by a manufacturer are his raw ma- 
terials, but they were fini.shed goods to the manufacturer from whom 
he bought them. Flour is raw material to the baker but finished goods 
to the miller. Steel plate is raw material to the automobile manu- 
facturer but finished goods to the steel producer. The designation 
raw materiab or finished goods has significance only in connection with 
a .specific manufacturer and his relation to the commodity. 

The extent of bu.sine.ss activity in manufacturing is apparent to 
anyone who contemplates the vast variety of changes in form that 
take place in producing the commodities and the services used by 
society. Manufacturing provides work for a large percentage of the 
employed, use.s a large share of the capital equipment of the country, 
and makes po.s.sible a substantial portion of the profit shown on profit 
and I0.SS statements. 

Manufacturing activities require separate treatment in the ac- 
counts. Statements showing manufacturing operations are needed by 
bu.siness management. On manufacturing statements, payrolls for 
factory labor and expenses incident to the use of machinery are im- 
portant items. Other expenses found in manufacturing include power 
to run the machinery, maintenance to keep it in condition, and super- 
vision to plan and direct production. 

Manufacturing adds many new items to the balance sheet and the 
profit and loss .statement. New assets and liabilities are valued in 
new balance sheet accounts, and new operating activities are measured 
in now expense accounts. The general ledger is expanded to take care 
of the additional accounts, and new subsidiary ledgers account for 
much of the manufacturing detail. The treatment of these accounts, 
together with the recording and the summarizing of tran.sactions 
affecting the accounts, constitutes the subject matter of this chapter 
and the two following chapters. 


DESCRIPTION OF 

MANUFACTURING 

OPERATIONS 
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BALANCE SHEET Each of the asset classifications on the balance 

ACCOUNTS sheet contains additional accounts as a result 

of the manufacturing function Under "Current Assets” inventory 
accounts are added, under "Fixed Assets” new accounts for vanous 
kinds of machinery and equipment are shown, under “Intangible 
Assets” accounts vith such assets as patents and copyrights may be 
reported, and under “Deferred Charges” accounts with supplies and 
prepaid expenses that are characteristic of the factory are shown 
The liability accounts of a manufactunng enterpnse are less different 
from those of other businesses but even in this classification there is 
greater likelihood of bonds payable secur«i by mortgages on the manu- 
facturing plant 

Current Assets The single inventory of merchandise found on the 
balance sheet of a merchandising busmen is displaced by three inven- 
tories representing (1) goods in the state m which they were acquired, 
(2) goods in the process of manufacture, and (3) goods in the state in 
which they are to be sold These inventories are called respectively 
raw materials, goods in process, and finished goods The costs of oper- 
ating the factory, including labor and the vanous manufacturing 
expenses, are added to the cost of the raw matenals in determining 
the cost of goods in process and fimshed goods These mventones are 
illustrated below 

Merchandising Manufacturing 

Merchandise Inventory $16,000 Inventories 

Finished Goods $20 000 
Goods in Process 15 000 
Raw Matenals 30 000 $65 000 

Fixed Assets Because of the extensive use of machinery m manu- 
factunng, the percentage of capital mvested in fixed assets tends to 
be larger than that of the trading concern The building or buildings 
housing this machinery must be adapted to that purpose and are 
therefore usually owned by the manufacturer The number of accounts 
with machinery and equipment is sufficient to warrant the use of a 
machinery and equipment subsidiary ledger 

The subsidiary ledger carrying an account with each individual 
piece of machinery is called the plant ledger In connection with the 
heading of each account, space is provided for recording useful infor- 
mation regarding the particular machine In this space are commonly 
indicated the technical title and description of the machine, the size 
and weight, the name of the vendor from whom the machine was 
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purchased, the rated output, and other useful information. Beneath 
the heading the items that made up the total cost of the machine, 
such as the price paid the vendor, the transportation cost, and the 
installation cost, are listed. Space is also provided for accumulating 
the periodic increase in the reserve for depreciation applicable to the 
machine and for recording the ever-diminishing book value of the 
machine. Such a record of each machine is thought to give better 
control over the machinery used and to provide a more accurate 
determination of the periodic depreciation charges. Fixed asset ledger 
accounts have been illustrated in Chapter XIV, page 240. 

Intangible Assets. The manufacturer may have exclusive rights 
known as patents, which possess value during their life. Patents are 
granted by the federal government in order to encourage the inven- 
tion of mechanical devices. On the balance sheet patents are reported 
at cost less amortization. The life of a patent is seventeen years. 
The useful life of the patent may often be less because of the subsequent 
invention of new and improved devices. The estimated annual decrease 
in the value of the patent becomes a yearly manufacturing expense. 
Thus a patent acquired at a cost of |50,000 and having an estimated 
useful life of ten years would be annually reduced in value $5,000. 
The amount of this reduction would be charged to the manufacturing 
cost of each year. 

Exclusive rights, knovm as copyrights, to publish wiitten material 
are granted for a period of twenty-eight years; but they often have a 
useful life of a much shorter period. Because of the uncertainty regard- 
ing their useful life, these intangible assets are often written off the 
books over a short period of time by charges to operations. 

Deferred Charges. Manufacturing activities add a number of new 
items to the defeired charges. Factory supplies on hand that \vere 
purchased to maintain and seiwdce macliinery, unexpired insurance 
of various kinds, largely due to the use of machinery, and unused 
services that assist in manufacturing represent assets commonly found 
on the balance sheets of manufactming enterprises. They also entail 
additional adjusting entries to be made at the end of each accounting 
period. 


CAPITAL CHARGES Quite often, especially in accounting for 
CHARG^^*^^^ manufacturing enterprises, it becomes diffi- 

cult to distinguish beriveen expenditures that 
add to the value of fixed assets and those that are chargeable as cur- 
rent expenses. All expenditures incuired up to the time at •which a 
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fixed asset is ready for use may be considered a part of the cost of the 
asset, they may therefore be debited to the asset account For example, 
the following items may be considered as the original cost of a machine 
purchased for use in a factory (1) the purchase pnce as indicated by 
the purchase invoice, (2) the freight and drayage paid for the trans- 
portation of the machine from the place of business of the seller to the 
factory of the purchaser, (3) the cost of impacking and setting up the 
machine, (4) the cost of installation (including the cost of constructing 
a metal or a concrete base), (5) the cost of testing to determine the 
usefulness of the machine, and (6) the cost of any changes or alterations 
necessary before the machine is in proper condition for operation 

After the fixed asset is put into service, only those expenditures 
that increase its life or efficiency may be added to its value A machine 
with an estimated life of four years may be overhauled, or worn parts 
may be replaced, with the result that the life of the machine may be 
increased to five years The cost of the overhauling or the replacement, 
to the extent of the \alue added through the increased life of the ma 
chine, may be added to the original cost by charging the asset account 
Such expenditures are said to be charges to capital For example, 
assume that the replacement of certain moving parts, at a cost of 
$400, increases the output of a certain machine from 200 to 300 units 
per day The entry for such an expenditure is shown below 

Machinery and Equipment 4C0 

Cash 400 

As an asset continues m use, some expenditures are necessary to 
maintain it in an efficient operating condition A building requires 
repairs and paint, and taxes and insurance premiums must be paid 
Machinery requires repairs from time to time, as well as supplies 
necessary for its operation, such as oil, taxes and insurance premiums 
must also be paid Expenditures of this type, representing a part of 
the necessary cost of using the asset dunng the current penod, should 
be charged as part of the current operating expenses of the business 
These expenditures are said to be charges to revenue since they are 
deductible from the revenue of the penod 

Unless care is used, capital expenditures and revenue expenditures 
may be confined For example, an expenditure which, if its effects 
were carefully analyzed, would be found to be necessary in the main- 
tenance of a particular asset may be considered an addition to the 
value of the asset On the other hand, a real addition to capital may 
be mistaken for an operating expense The distinction between capital 
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expenditures and revenue expenditures is an important one, since the 
reporting of manufacturing costs, the determination of the profit for 
each period, and the presentation of the proprietorship from time to 
time depend on the accuracy with which this distinction is made. 


PROFIT AND LOSS The profit and loss statement of a manu- 

factoring enterprise contains groups of items 
representing selling expenses and general and administi’ative expenses 
similar to those of a trading entei-prise. In addition, it contains an 
entirely new group of items representing purely manufactiuing activi- 
ties. This group includes the cost of raw materials put into produc- 
tion; the cost of labor used directly in converting the raw materials 
into finished goods; and the expenses that arise from labor not used 
directly and from all the facilities employed in the process. For 
convenience in analysis, these threefold gi’oups are known as materials, 
direct labor, and overhead. Materials represent the delivered cost of 
raw materials that are used in producing the finished article. Direct 
labor represents the wages of the workmen who devote their time to 
converting the raw materials into goods in process and finished goods. 
Overhead represents all the other expenses of operating the factory 
that are not included in the first two items. 

The overhead items represent perhaps the most important group 
in present-day manufacturing. With increasing use of machinery, 
much of the factory payi'oll is related to the care and upkeep of the 
machinery rather than being applied directly to raw materials. Over- 
head includes not only taxes, insurance, depreciation, and maintenance 
incident to the use of machineiy but also all expenses of housing the 
machinery’’ and furnishing satisfactory working conditions for em- 
ployees. AATiatever expenses other than direct materials and labor are 
involved in the manufacturing process are included in the overhead ^ 
group. 


THE COST OF GOODS 

MANUFACTURED 

SCHEDULE 


Since manufacturing functions differ from 
trading functions, it is customary to separate 
the profit and loss statement accounts haring 


to do mth manufacturing from those haring to do with trading. The 
manufacturing gi’oup is frequently placed in a separate schedule to 
avoid the presentation of an extended profit and loss statement. This 
schedule gives the cost of the goods manufactured during the latest 
period. It is therefore comparable to that section of the profit and 
loss statement of a merchandising enterprise that shows the cost of 
the goods purchased. WTien the schedule is used, the profit and loss 
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statement of the manufacturing concern is sirmlar to that of a trading 
company except for a reference to the supporting schedule showng 
the cost of the goods manufactured. 

Other schedules may be used to amplify the principal accounting 
statements by removing detail from them. In large enterprises having 
many accounts, it is customary to have a number of schedules sup- 
porting items on the balance sheet and the profit and loss statement. 
For example, the cash balance may be supported by a schedule giving 
the balances on deposit in several banks; the accoimts receivable, 
by a schedule showing the names of the customers and the balances 
owed; the sales, by a schedule shoving sales by territories or by com- 
modities; and the selling expenses and general expenses, by schedules 
showing the individual items. 

The schedule showing the cost of goods manufactured provides 
all of the information incident to the manufacturing activities of the 
period. In addition to beginning and ending inventories of raw ma- 
terials and goods in process, it contains purchases of new materials, 
labor items, and all manufacturing expense, 

THE PERIOD COVERED Manufacturing operations frequently make 
advisable the choice of a fiscal year that 
differs from the calendar year. It is not 
uncommon for manufacturing concerns to choose as their fiscal year 
any period of twelve months that best fits in with the recurring cycle 
of their manufacturing activities. An attempt is usually made to make 
the close of the fiscal year come at a relatively inactive period. 

Such a choice of fiscal year is called the natural business year. The 
use of the natural business year tends to make the interpretation of 
statements less complicated and more informative. 

For control of manufacturing operations, it is advisable to have a 
much shorter period than a year. It is customary therefore to have 
monthly interim reports for the use of management. 


adjusting of manufacturing accounts is 
AMOUNTS similar to the adjusting of trading accounts. 

When inventories of supplies, such as factory 
supplies, exist, and when expenses, such as insurance, have been pre- 
paid, the assets are set up as deferred charges and only the amounts 
actually consumed are charged to manufacturing. When unrecorded 
liabilities, such as accrued wages of factory workers and accrued taxes, 
exist, the liabilities and the related e;q>enses should be provided for 
by adjusting entries. 
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When the accounts of a manufacturing enterprise are to be closed, 
all the accounts pertaining to the manufacturing process, which are 
ordinarily presented in the schedule of the cost of goods manufactured, 
ai-e closed first. It is advisable to close these accounts into an account 
called Manufacturing Summary. The balance of this account is the 
cost of the goods manufactured, which corresponds to the cost of the 
purchases and freight in of a trading enterprise. The balance of the 
manufacturing summary account is closed into the profit and loss 
summary account. The items appearing on the profit and loss state- 
ment are then closed, as in the case of a trading enterprise, in the 
order in which they appear on the report. 

The relation of the manufacturing summary account to the profit 
and loss summary account is shown below: 


Manufacturing Summary 


Beginning Inventories of Raw Ma- 
terials and Goods in Process 
Materials Purchased 
Labor 

Manufacturing Expenses 


Ending Inventories of Raw Materials 
and Goods in Process 
To Profit and Loss Summary 


Profit and Loss Summary 

From Manufacturing Summary 


The items appearing in the manufactmang summary account would 
be the same as those found on the schedule of cost of goods manu- 
factured. Those appearing in the profit and loss summary account 
would coiTespond to the items on the profit and loss statement. 


THE WORK SHEET OF An additional pair of columns is added to the 
^TERPIUS^^^*^***^^ work sheet of a manufacturing enterprise in 

order to segi'egate the accounts used in deter- 
mining the cost of the goods manufactured. All items that enter into 
the cost of the goods manufactured, or that are deductions from the 
cost of the goods manufactured, are entered in the Manufacturing 
Schedule columns. The difference between the totals of the Manu- 
facturing Schedule columns is the cost of the goods manufactured. 
This amount is riansferred to the Profit and Loss Statement columns. 

The use of the Adjustments columns is similar to the use of those 
in the work sheet illustrated in Chapter X. The chief difference is the 
addition of new items having to do wth manufacturing operations. 









Totals nrou( 5 ht I'oruard. 0U.50O C81,8.'>0 91.600 101,110 202,450 2,000 2,000 300,000 120.730 100.110 

Sundry Factory Expcwo 1,000 — 1,000 

Kalr^ Silanes and Con)mL'*sions 15,000 (r) GOO 15,000 

Tra\clinR Expon'o 5,000 5,000 

Advcrti-inK ExiJcn'-c 11,500 14,500 
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Ten-Column Work Sheet of a Manufacturing Enterprise 
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PREPARING THE The preparation of the periodic summary may 

PERIODIC SUMMARY illustrated from the records of The Deane 

Manufacturing Company. At the end of the fiscal year, September 30, 
1949, a trial balance is taken This tna! balance is entered in the first 
pair of amount columns on the work sheet in the manner shoviui in the 
illustration on pages 492 and 493 The accounts are then examined, and 
the additional data that will be needed in adjusting the accounts to 
make them shoTv present facts are obtamed. The data for the adjust* 
ments are. 

1 Reserve for bad debts, of 1 ^ of net sales 


2 

In'\ en tones 



a Finished goods 

$34,000 00 


b. Goods in process 

20,000 00 


c Raw matenals 

36,850 00 

3 

Depreciation and amortization 



a. Office equipment 

10% 


b. Shipping department equipment 

10% 


c Machinery and equipment 

10% 


d Buildings 

5% 


e Patents 

2,000 00 

4 

Defened charges to expense 



a Factory supplies lIl^ento^>’ 

8,000 00 


b Shipping dept supplies inventory 

1,680 00 


c Office supplies inventory 

1,000 00 


d Prepaid insurance 

1,200 00 

5 

Accrued expenses 



a Interest accrued on bonds payable 

2,400 00 


b Payroll 



Direct labor 

750 00 


Indirect labor 

200 00 


Sales salaries 

600 00 


Shipping department salaries 

80 00 


Property taxes, expired msiirance, and building expenses are chargeable 
to manufacturing 

Tb/a wi ibife wurti estejA 

those for the goods in process, the raw materials, and the finished goods 
inventories, is similar to that explained and illustrated in earlier chap- 
ters. The goods in process inventory aaxiunt and the raw rnaterials 
inventory account are adjusted through the manufacturing summary 
account because all manufacturing expenses are summarized in this 
account. 

The raw materials mventoiy at the beginning of the fiscal period 
has become a part of the cost of goods manufactured. Raw Materials 
Inventory is therefore credited for the value of the beginning inventory, 
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$30,000, and Manufacturing Summary is debited for the same amount. 
The raw materials inventory at the end of the period must be recorded 
as an asset and must be shovm as a deduction from the cost of goods 
manufactured. Raw Materials Inventory is therefore debited for 
$36,850, and Manufacturing Summary is credited for the same amount. 

In a like manner, the inventory of goods in process at the beginning 
of the period must be transferred to the manufacturing summaiy ac- 
count, and the goods in process at the end of the period must be de- 
ducted from the cost of goods in process and must be shown as an asset. 
The first transfer is accomplished by crediting Goods in Process 
Inventory and by debiting Manufacturing Summary for $15,000. The 
second transfer is accomplished by debiting Goods in Process Inventory 
and by crediting Manufacturing Summary for $20,000. 

The finished goods inventory account is adjusted through the 
profit and loss summary account in the same manner as the merchan- 
dise inventory of a mercantile business. The finished goods inventor}^ 
at the beginning of the period is transferaed to the profit and loss 
summary account by crediting Finished Goods Inventory for $20,000 
and by debiting Profit and Loss Summary for the same amount. The 
finished goods inventory at the end of the period is recorded by debiting 
Finished Goods Inventorj^ for $34,000 and by crediting Profit and Loss 
Summary' for the same amount. 

After the Adjustments colunms have been totaled to prove the 
accuracy of the adjusting entries, all items representing the cost of 
goods manufactured are extended into the columns headed “Manu- 
facturing Schedule.” These items include the raw materials purchases, 
the freight and cartage in, the purchases returns and allowances, all 
manufacturing expenses, and the costs and deductions from costs 
aiising from the inventories of raw materials and goods in process at 
the beginning and the end of the fiscal period. The balance of each 
item, except the items vaitten on a line with “Manufacturing Sum- 
mary,” is extended into the proper column. The items appearing 
opposite “Manufacturing Summary” represent the inventories of raw^ 
materials and goods in process at the beginning and the end of the 
fiscal period. As will be seen later, these inventories are used in the 
manufacturing schedule and ai’e therefore entered indi%idually in the 
Manufacturing Schedule columns. The difference beriveen the totals 
of the Manufacturing Schedule columns represents the cost of goods 
manufactm'ed. This amount is carried fonvard into the Profit and 
Loss Statement Dr. column. 

The balances of the income accounts are extended into the Profit 
and Loss Statement Cr. column, and the balances of all e.xpense ac- 
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counts tint <3o not represent manufacturing expenses are extended 
into the Profit and Loss Statement Dr. column. The amounts of the 
assets, the liabilities, and the proprietoi^p are carried forward into 
the proper columns in the same manner as they are in the preparation 
of a work sheet for a trading concern. The amount that must be 
prorided for income tax is then calculated- The pro'ririon for income 
tax and the net income after proxiaon for income tax are then entered 
in the Profit and Loss Statement Dr. column and the Balance Sheet 
Cr. column, and the columns are totaled and ruled. 

The profit and loss statement of The Deane ilanufacturing Com- 
pany is shoirn in the iHustration on page 497. All the data required 
for this statement, including the cost of goods manufactured, have 
been obtained from the Profit and Lc^ Statement columns of the work 
^eet- The cost of goods manufactured is reported as a single amount, 
and reference is made to the schedule that shows how the amount was 
detertnined- 

Tbe cost of goods manufactured schedule is shown on page 498. 
This schedule contains the same amounts as those shown in the Jlanu- 
faeturing Schedule columns of the work sheet The amounts are 
arranged, however, so that the derired information can be obtained 
readily. The right-hand amount column contains the beginning goods 
in process inventor}-. To this amount is added the total of the elements 
of manufacturing cost for the period, and from this sum the ending 
goods in process inventor} is suboacted to obtain the cost of the goods 
completed during the year. The amount column second from the right 
contains the three elements cf cost: the materials used, the direct 
labor, and the total of the manufacturing expenses. 

The cost of raw materials consumed is made up of the beginmng 
inventory of raw materials, the purchases made during the period, 
the frri^t and cartage on the purchases, less the purchases returns 
and allowances and the ending inventor}'. The manufacturing expenses, 
totaling $50,600, consist of all expoises mddent to operating the factory 
except labor apphed directly to the converrion of raw materials into 
finished goods. 

The order in which the items are listed on the schedule follows the 
sequence of operations in the fectory. At the beginning of a period 
tiiere are unfinished goods, represented by the beginning go^s in 
process inventor^'. During the period materials, labor, and manufac- 
turing expenses are added to this inventory- At the end of the period 
the goods in process are im-entmied. This amount is subtracted from 
the sum of the be^nning goods in process inventory and the materials, 



Ch. 27l 


ACCOUNTING FOR MANUFACTURING 


497 


THE DEANE MANUFACTURING COMPANY 
Profit and Loss Statement 
For Year Ended September 30, 1949 


Income from Sales: 




Gross Sales ... . . . 


$300,000 


Less Sales Returns and Allowances 


2,000 


Net Sales 



$298,000 

Cost of Goods Sold: 




Finished Goods Inventory, October 1, 1948 

$ 20,000 


Cost of Goods Mfd. (Schedule No. 1) . 

215,000 


Total Cost of Fin. Goods Available for Sale 

$235,000 


Less Finished Goods Inv., Sept. 30, 

1949 .. 

34,000 


Cost of Goods Sold 



201,000 

Gross Profit on Sales 



$97,000 

Operating Expenses: 




Selling Expenses: 




Sales Salaries and Commissions 

$15,600 



Traveling Expense 

5,000 



Advertising Expense 

14,500 



Total Selling Expenses 


$35,100 


Shipping Department Expenses: 




Shipping Dept. Salaries 

$3,580 



Depr. of Ship. Dept. Equip. 

1,200 



Shipping Dept. Supplies Used 

3,320 



Sundry Ship. Dept. Expense 

500 



Total Shipping Dept. E.xpenses 


8,600 


General Expenses: 




Officers’ Salaries 

$16,500 



Office Salaries 

6,000 



Depr. of Office Equipment 

1,600 



Office Supplies Used 

4,000 



Loss from Bad Debts 

1,490 



Sundry Office Expense 

2,050 



Total General Expenses 


31,640 


Total Operating Expenses 



75,340 

Net Profit from Operations 

. . . . 


$21,660 

Other Income: 




Purchases Discount 



$1,500 


Other Expense: 




Bond Interest E.xpense 


5,600 


Net Deduction 

■ 


4,100 

Net Profit before Provision for Income Tax . . . 


$17,560 

Less Proxdsion for Income Tax . 

. , . . 


4,600 

Net Profit after Provision for Income Tax. . . . 


$12,960 


Profit and Loss Statement of a Manufacturing Enterprise 
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labor, and manufacturing expenses. The result is the cost of the goods 
manufactured. 

THE DEANE MANUFACTURING COMPANY 
Schedule No 1 — Cost op Goods Manufactured 
To Accompany Profit and Loss Statement 
For Year Ended September 30. 1949 


Goods in Process Inventofy, Octo- 
ber 1, 1948 

Raw Materials 



$15,000 

laieatory, October 1, l!^48 
Purchases 90,000 

Freight and Cartage In 2,500 


$30,000 


Delivered Cost of Purchases 

$92,500 



Less Returns and Allowances 

2,000 



Net Purchases 


90,500 


Total Cost of Matenals Available 
for Use 

Less Inventory, September 30, 


$120,500 


1949 


86,850 


Cost of Matenals Consumed 


$83,650 


Direct Labor 

Manufactunng Expenses 


75.750 


Indirect Labor 

$ 7,200 



Superintendence 

8.000 



Maintenance and Repairs 

6,000 



Heat, Light, and Power 

9,000 



Property Taxes 

4,000 



Depr of Machinery and Equip 

12,000 



Depreciation of Buildings 

4,000 



Patents Expense 

2,000 



Factory Supplies Used 

5,000 



Expired Insurance 

1,800 



Sundry Factory Expense 

1,600 



Total Manufactunng Expenses 


60,600 


Total Manufactunng Costs 



220,000 

Total Goods in Process dunng Penod 
Less Goods in Process Inventory, 



$235,000 

September 3D, 1949 



20,000 

Cost of Goods Manufactured 



$215,000 

Cost of Goods Manufactured Schedule 
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THE DEANE MANUFACTURING COMPANY 
Balance Sheet 
September 30, 1949 


Assets 

Current Assets: 

Cash 

Accounts Receivable §30,000 

Less Res. for Bad Debts 1,840 

Inventories: 

Finished Goods .$34,000 

Goods in Process 20,000 

Raw Materials 36,850 

Total Current Assets 

Fixed Assets: 

Office Equipment §16,000 

Less Reserve for Depr 6,100 

Shipping Dept. Equipment §12,000 

Less Reserve for Depr 4,400 

Machinery and Equipment $120,000 

Less Reserve for Depr 46,000 

Buildings §80,000 

Less Reserve for Depr 16,000 

Land 

Total Fixed Assets 

Intangible Assets: 

Patents 

Deferred Charges to Expense: 

Factory Supplies 

Shipping Department Supplies 

Office Supplies 

Prepaid Insurance 

Total Deferred Charges to Expense 

Total Assets 

Liabilities 
Current Liabilities; 

Accounts Payable . 

Wages Payable. . . 

Interest Payable. . . 

Provision for Federal Income Tax 

Total Current Liabilities 

Fixed Liabilities: 

First-Mortgage 5% Bonds Payable 

Total Liabilities . • 

PROPRIETORSHir 

Common Stock 

Surplus 

Total Proprietorship 

Total Liabilities and Proprietorship ... 


§ 9,000 
28,160 


90,850 


§ 9,900 


74.000 

64.000 

40.000 


§3,000 

1,680 

1,000 

1,200 


$45,000 

1,630 

1,400 

4,600 


$ 100,000 

113,760 


§128,010 


195,500 

16,000 


6,880 

$346,390 


$ 52,630 

80,000 

$132,630 


213,760 

$346,390 
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The distinction between manufactunng costs and cost of goods 
manufactured is shown in the schedule on page 498 Manufactunng 
costs consist of matenals used $83 650 direct labor, $75 750, and 
manufactunng expenses $60 600, a total of $220 000 Cost of goods 
manufactured takes into account the two goods in process mventones 
and amounts to $215 000 

The balance sheet of The Deane Manufactunng Companj is shown 
on page 499 Three mventones instead of one are reported on this 
balance sheet the fixed assets include Machinery and Equipment, an 
intangible asset Patents appears on the report, and the deferred 
charges include Factory Supplies The liabilities include a current 
liability Wages Payable and a fixed liabihtj First-Mortgage 5% 
Bonds Paj able 

Alter the financial reports have been prepared the adjusting and 
closing entnes are recorded in the general journal The Adjustments 
columns of the work sheet are used as the basis for these entnes 
Since all manufactunng costs are to be summanzed m an account 
called Manufactunng Summary the adjustments for raw matenals 
inventory and the goods in process inventorj are posted to this account 
The adjustments for the finished goods inventory are posted to the 
profit and loss account 

After the adjustments have been recorded the closing entnes are 
made All manufactunng items are transferred to the manufactunng 
summary account The balance of the manufactunng summary ac- 
count IS then a debit that represents the cost of the goods manufac 


Manupacturivo SusiauiY 


■ 


— 


11949 

— 


— 


30 

Raw Mat Inv lO 1/48 

15 

30 000 

Sent 

30 


15 

1 36 8a0 

30 

Goods in Process Inven 




30 

Goods In Process Inven 




tory 10/1/48 

15 

15 000 



tory 9/30/49 

15 

20 000 

30 

Raw Mat Purchases 

18 

90 OOC 


30 


IS 

2 000 

30 

Frt and Cartage In 

18 

2 o0(] 


30, 




30 

Direct Labor 

18 

73 75fl 






30 

Indirect Labor 

IS 

7 '>00 




19 

215 000 

30 

Superintendence 

18 

1 8 000 






30 

Maintenance and Repairs 

18 

6Q0Q 






30 

Heat Light and Power ' 

18 

; 9 000 






30 

Property Ta^es 

18 

; 4 000 






30 

Depreciation of Machin 









erv and Eou pment 

18 

; 12 000 






30 

Depr of Buildings 

18 

4 000 






30 

Patents Expense 

18 

2 000 






30 

Factory Supplies Used 

18 

5 000 






30 

Expired Insurance 

IS 

1 800 






30 

Sundry Factory Expense 

18 

1 600 









273 850 





273 850 


1 
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Ch. 271 


ACCOUNTING FOR MANUFAQURING 


501 


tured. Tho balancG is transferred to the profit and loss account, and 
all remaining income and expense items are closed into the same ac- 
count. The balance of the profit and loss summary account then 
represents the profit or the loss for the period, and is transferred to 
Surplus. The manufacturing summary account of The Deane Manu- 
facturing Company is sho\vn on page 500. 

iNVENTomS OF valuation of the inventory of raw ma- 

MANUFACTURING terials at the end of a fiscal period does not 

ENTERPRISE differ from the practice followed in trading 

concerns. Cost or market prices are available and are used. In the 
valuation of finished goods, market prices are not suitable because 
they represent selling prices. The inventory value of finished goods 
and of goods in process must be built up from raw materials by adding 
direct labor and overhead items. This computation involves the use 
of estimates based on information derived largely from the accoimting 
records. 

In estimating the cost of finished goods and goods in process, it 
has become customary to consider the cost as being composed of three 
elements: raw materials, direct labor, and overhead. The raw materials 
and the direct labor are embodied in the goods being produced and 
represent direct costs. All other costs, which are not directly identi- 
fiable vith goods being produced and which apply to the factory as a 
whole, are called indirect costs and are reported under the heading 
“Manufacturing Expenses” on the cost of goods manufactured sched- 
ule. Included with manufacturing expenses are the cost of indirect 
labor and that of factory supplies used. Factory supplies may be 
considered indirect materials since they represent materials used to 
facilitate production vithin the factory. The total of the manufactur- 
ing expenses, including indirect materials and indirect labor, comprises 
the item overhead. Factory overhead is commonly expressed as a 
percentage of the direct labor cost. By referring to the figures on the 
cost of goods manufactured schedule on page 498, the following per- 
centage of overhead to direct labor is obtained: 

(%0O 000 

Ratio of Overhead to Direct Labor Cost =80% 

The valuation of the goods in process and the finished goods requires 
information regarding the cost of direct materials, the cost of direct 
labor, and the overhead rate. In estimating the value of finished 
goods at $34,000 and that of goods in process at $20,000, The Deane 
hlanufacturing Company prepared the following summaries: 
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Fimsh£3> Goods 


Cost per Unit 





Overhead 

Total 


Total 


Direct 

Direct 

(80% of 

Cost 

No. 

Cost of 


Ma- 

Labor 

Direct 

PER 

OF 

Commodity 


TERIALS 


Labor) 

Unit 

Units 

Inventory 

Commodity A 

$5 50 

$2 50 

$2 00 

$10 00 

2,000 

$20,000 00 

Commodity B 

2 20 

1 00 

80 

4 00 

3,500 

14,000 00 

Total Value of Fmished Goods 




$34,000 00 



Goods n Process 




Cost per Ukit 







Overhead 

Total 


Total 


Direct 

Direct 

(80% OP 

Cost 

No. 

Cost of 


Ma- 

Labor 

Direct 

PER 

OF 

Commodity 


TERIALS 


Labor) 

Unit 

Units 

Inventory 

Commodity A 

$2 10 

$ 50 

$ 40 

$ 3 00 

1,000 

$ 8,000 00 

Commodity A 

5 50 

2 00 

1 eo 

9 10 

1,000 

9,100 00 

Commodity B 

1 10 

50 

40 

2 00 

2,500 

5,000 00 

Commodity B 

1 55 

75 

60 

2 90 

1,000 

2,900 00 


Total Value of Goods m Process $20,000 00 


The cost of any item in the finished goods or the goods in process 
inventory is thus seen to be made up of the three elements mentioned 
previously. For example, the cost per unit of Commodity A in the 
finished goods inventory results from the following combination: 


Direct !)Iatenals $ 5 50 

Direct Labor 2 50 

0%erhe3d (80% of Direct Labor) 2 00 

Total Estimated Cost Per Unit .. . $10 00 


PERPETUAL OR BOOK The accounting procedures described in this 
INVENTORIES chapter require the taking of physical inven- 

tories of raw materials, goods in process, and finished goods whenever 
a balance sheet and a profit and loss statement are prepared. To 
take these inventories monthly would require a great deal of time and 
labor and would interfere with manufacturing operations. As a sub- 
stitute for physical inventories, perpetual or book inventories are 
being increasingly used. 

T\Tien book inventories are kept in a manufacturing plant, accounts 
are set up with raw materials, goods in process, and finished goods; 
and entries debiting and crediting these accounts are made currently. 
For example, the raw matenals account is debited for each receipt 
of raw materials and credited for each w^thdrawal of raw materials 
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for manufacturing. The balance of the account gives the amount of 
raw materials that should be on hand. It is therefore not necessary 
to take a physical inventory of raw materials to determine the balance 
for statement purposes. It is necessary only to check occasionallj’- 
the balance of the account with the quantity on hand. 

iVhen book inventories of all three manufacturing inventory items 
are kept, the system of accoimrinor is kno^vn as cost accounting. A 
description of cost accoimting as it is found in manufacturing or trading 
concerns is presented in the following two chapters. Under a cost 
accoimting system, it is possible to prepare monthly balance sheets 
and profit and loss statements with accompanjing schedules of cost 
of goods manufactured, without the cessation of operations that is 
necessary w'hen physical inventories have to be taken. 


QUESTIONS 

1. List three current assets and three other assets that are commonly 
found in the records of a manufacturing business but not in those of a 
trading business. 

2. Indicate the types of manufacturing enterprises to which the follow- 
ing commodities are raw materials and those to which the same commodi- 
ties are finished goods: (The first item is given as an example.) 

Commodity Finished Goods to Raw' Materials to 

flour flour-milling business bakery 

suit fabrics 

storage batteries 

lumber 

lacquer 

sugar 

leather 

Yale locks 

3. (a) Are the items designated as manufacturing e-\penses more closely 
related to direct materials or direct labor? (b) As a group should they be 
applied as a percentage of the direct materials cost or the direct labor cost? 

4. In a given factory- the materials used amount to $160,000, of which 
$30,000 represents indirect materials. The payroll amounts to $140,000, 
of which $20,000 represents indirect labor. The other manufacturing 
expenses lunount to $40,000. If overhead is applied as a percentage of 
the direct labor cost, what is the inventoiw* value of a finished article 
haring a direct materials cost of $60 and a direct labor cost of $50? 
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5 Howard EM'T, C P A,, finds reel estate a* ?25 *y>0 on the 

balance* £^‘=<^t of Person and I^, Inc. Tc.‘» acco_nt in th» s-oir- 

Jia* th** land /a^ pjrchas«-i fcr $®009 "ear" a^o and lira^ held fo’ 
*12 years b^'orp a buJdjn,^ ■ras e'tcb^ a a co"' o' 317,0^0 Tares and 
a_^:<=am’‘=-nt3 dunng th«* ten 'xears amo^^ to o' T-hicn amojnt 

$1^00 occurred pno* to the e^ctioa o' th‘> buI!(Ln.n Th° esnmated Lfe 
o' th« building is tv'ent’ vears wi+h a "sl^o o' 31,^0 TVhat 

CO”- e'^rg entrj or entn^*s sbo j!d b» 

6 Whi-'h of the follovnng sontenees are true’ VTnch are false"' 

a) The pe'centage of cap ^ n fii«d aas-^ ^ lar^'= m manuiac 

tunng than it is in m»"c'*'and-nng 

(b) "The decrease in pa^n” values «^ould b“ «''OKn a a -es^-ve fo* d^p-ecia 
tion account 

(e) Copj'nghts sho-ild be charged o? e-eajv o-e- 2s veara. 

(d) Eeveau® charge are deductible fom the -e-e-u® o' t-e cur-ent pe^od 

(e) The canufa-r-r^g goods laveatonea 

(f) Uarzie* pnees are used fo* ^•a^-ng £n«h«^ goods mre-to-'ea. 

7 From the following items, se’ec” tho'^ c“d*d and conrtrcct a co t of 
goods manufactured schedule fo- the Bla^ Mas-fa-^^unns Companv for 
March. 


Raw Matenals Purchased S o 000 

Dire^*^ Labo” Oo 000 

rirus^ed Goods Invento-v March 1 oa 000 

Raw MateuaL, Invento-v March I lo 000 

F-6-gh» In lo <^00 

Goods in Proc^ Ini e-to"^ March 1 20 000 

Sales C<3mmi.«Pions ep ppp 

Mannfactunng Expense 40 000 

Fin—^ed Goods Invento~i March SI op ppp 

Purchases Returns 5 000 

Goods in Proces Invento-v March SI 30 000 

Raw Materials Invento-v, March SI 20 000 


8. The co'd; of good, xnanufac'ured xiedale of the Davev Manufacturing 
Companv fo” the vear ending on Octobe- SI 1*^00 'how- raw matenaL 
consumed, 315 000, direct labo-, 540 000 overhead $30 000, ending goods 
in p-ocess inventory, $12 000 (al What u the rdation between the over 
head and the direct labor’ (b> If the di-ect labo” co^ of the goodi m 
process mventorv is $4 000 what i the di’e^ matenaL cor*’ 
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1. A cost of goods manufactured schedule is shovm below. 

THE CAMDEN CORPOEATION 
Schedule No. 1 — Cost of Goods Manufactured 
To Accompany Profit and Loss Statement 
For Year Ended December 31, 1950 


Goods in Process Inventory, January 1, 1950 . . $60,000 

Raw Materials: 

Inventory, January 1, 1950 $200,000 

Purchases 330,000 


Total Cost of Materials Available for Use. . . $530,000 

Less Inventory, December 31, 1950 215,000 


Cost of Materials Consumed $315,000 

Direct Labor 200,000 

Manufacturing Expenses: 

Indirect Labor $75,000 

Depreciation Expense 37,500 

Sundry Manufacturing Expense 57,350 


Total Manufacturing Expenses 169,850 


Total Manufacturing Costs 684,850 


Total Goods in Process During Period $744,850 

Less Goods in Process Inventory, December 

31,1950 44,850 


Cost of Goods Manufactured $700,000 


Inslruciions: (1) Prepare journal entries to summarize the raw materials 
inventory and the goods in process inventory in the manufacturing summary' 
account.'' 

(2) Prepare the journal entry to summarize the purchases, the direct labor, 
and the manufacturing expenses in the manufacturing summary account. 

(3) Prepare the journal entry to close out the manufacturing summary 
account. 

(4) Post the entries to the manufacturing summary account. 

2. The work sheet for the Miller Manufacturing Company, without the 
Adjustments columns, for the year ended December 31, 1950, is given on 
page 506. 

Instructions: (1) Based on the work sheet on page 506, prepare the follow- 
ing journal entries: 

(a) To record in\'entory adjustments, depreciation, patent write off, 
factory supplies used, and bond interest and discount. 
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(b) To close the manufacturing accounts into the manufacturing summary 
account. 

(c) To close the manufacturing summary account and the profit and loss 
accounts to the profit and loss summary account. 

(d) To record federal income tax liability. 

(e) To close the profit and loss summary account to Earned Surplus 
Unappropriated. 

(f) To increase the bond sinking fund reserve. 

(2) Post to the manufacturing summary and profit and loss summary 
accounts and rule the accounts. 

(3) Prepare a profit and loss statement supported by a schedule of cost of 
goods manufactured. 

3. The Grant Manufacturing Company was incorporated on December 
28, 1949, and began operations on January 2, 1950. The ridal balance on 
December 31, 1950, was as follows: 


Cash 

Machinery and Equipment 
Factory Supplies 
Common Stock . . 

Sales 

Eaw Materials Purchases 
Direct Labor. . . 

Indirect Labor 

Rent of Factory Building 
Sundry Factory Expense 
Selling Expense (control) 
General Expense (control) 


$ 92,000 

400.000 
12,000 

400.000 

700.000 

250.000 
197,500 

28,500 

25.000 

15.000 

60.000 
20,000 


$1,100,000 $1,100,000 

Data for adjustments are: 

(1) Inventories (overhead rate is 50% of direct labor): 

(a) Finished goods: 1,800 units — material, $1.00; direct labor, $6.00. 

(b) Goods in process: 2,500 units — material, $0.80; direct labor, 
.$4.80. 

(c) Raw Materials: Material X, 4.000 units at $1.00; Material Y, 
12,000 units at $0.50. 


(2) Estimated depreciation of: 

Machinery and equipment 

10% 

(3) Deferred charges to expense: 

Factory supplies inventory 

§4,000 

(4) Accrued payroll: 

Direct labor 

2,500 

Indirect labor 

1,500 


Federal income taxes are to be provided for at 40% of net income. 


Jnsiruclions: (1) Prepare a work sheet with manufacturing schedule 
columns. 

(2) Prepare a profit and loss statement with a supporting schedule of the 
cost of goods manufactured. 



CHAPTER XXVlll 

COST ACCOUNTING — JOB ORDER 


COST ACCOUNTING General accounting contains references to 
ACCOUNlfNC*’ For example in the bepnnmg chaptere 

of this book accounts were assembled on the 
profit and loss statement to determine cost oj goods sold In the pre- 
ceding chapter accounts ivere put together m a periodic schedule to 
determine cost of goods manufaclured When the life of the business 
enterprise was separated into periods of a year or a month only costs 
applicable to each penod were permitted on these statements 

The chief difference between general accounting and cost account- 
ing IS one of emphasis In this chapter the whole emphasis will be on 
the cost of jobs being manufactured 

A job order calls for the manufacture of a specified number of umts 
of finished goods A portion of the total manufacturing expenses 
must be assigned to that particular job m order to find the cost of 
the umts Records are provided to show the matenals and labor 
costs on each job and to apportion to each job a part of the total 
manufacturing expenses W'hen the job is completed the total cost 
IS divided b> the number of umts finished m order to determine the 
cost of each umt of the fimshed goods This procedure demands a 
careful analysis of the cost or expense elements entering into each 
job 

The elements of cost in a completed job are shown in the follow 
mg tabulation 

Job No 147 (1 OOP un its) 

Matenals Used 
Labor 

Manufactunng Expense AppI ed 
Total Cost 
Cost per umt 52 «i 


FLOW OF COSTS IN 
PERPETUAL INVEN- 
TORIES 


When a manufacturing plant is operated 
under a cost system asset accounts are set 
up to record three inventories Raw Matenals 
Goods in Process and Finished Goods Thei,e accounts are debited 
currently for all additions and are CTedited for all subtractions Every 
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expenditure connected with the operation of the factory eventualiy 
becomes a charge to an inventory account. As a result the three in- 
ventory accounts show not only the goods on hand at the end of the 
period, but also the volume of activity through the accounts during 
the period. 

All expenditures incident to manufacturing move through the 
goods in process inventory and into the cost of the finished °goods. 
The flow of these costs is shown below: 


Raw Materials Goods in Process Finished Goods 



All manufacturing expenditures, as was suggested in the last chap- 
ter, may be classed under the three heads: Raw Materials, Payroll, 
and Overhead. The first two are divided into Direct and Indirect 
Materials and Direct and Indirect Labor. Indirect materials and in- 
direct labor, illustrated by x and y above, become a part of Overhead. 
Goods in Process is made up of direct materials (a), direct labor (b), 
and overhead (c). When goods are finished, they move on to Finished 
Goods (d). 

COST ACCOUNTING IN The need for estimating various costs in 
MANUFACTURING order to determine the value of goods in 
process and finished goods inventories was discussed in the prerious 
chapter. Estimates were made of the materials, labor, and overhead 
charges found in the inventories at the close of the period. The calcula- 
tion of such estimates may result in many errors. The incorporation 
of the three inventory’- accounts into the current accounting system, 
however, provides the accuracy of double entry and tends to eliminate 
errors. 

The inventory accounts are affected not only by transactions that 
are completed between the manufacturing enterprise and other busi- 
nesses, but also by transactions that are completed between different 
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departments or units of the enterprise The effects of these internal 
transactions are reflected in the accounts just as if the transactions 
uere completed with other enterprises 

The recognition of the accountability of internal transactions is 
a distinguishing charactenstic of cost accounting Since the two 
bargaining parties who usually establish accountable \alues are ab 
sent, it becomes necessary to use cost as the basis of the accounting 
entry The pnnciples and methods followed in setting up such costs 
constitute the subject matter of cost accounting in manufactunng 
A consideration of the treatment of internal transactions affecting 
each of the perpetual inventory accounts follows 


RAW MATERIALS Raw matenajs are recorded in an asset ae* 

ACCOUNT count which is treated in much the same way 

as the cash account, that is it is debited for additions and credited 
for wnthdrawals ^Vhen matenals are purchased, they are charged at 
invoice price plus transportation cost to the raw materials account 
When they are withdrawn from the storeroom for use in the process 
of manufacture, their value is credited to Raw Matenals and charged 
to Goods m Process or to one of the manufacturing expense accounts 
Raw matenals that will become a part of finished goods are charged 
to the goods in process account, raw matenals that will be used to 
assist in some process of manufacture are charged to a particular 
manufacturing expense account These charges result from internal 
transactions and necessitate the calculation of cost pnce as the basis 
for the accounting entnes This pnce is ordmanly the actual pnce 
paid for the matenals plus the transportation cost The following 
journal entry accounts for the use of matenals 


Goods in Process 
Factory Overhead 
H-ateTia’ra 


1,250 

250 


Since the raw matenals account represents many kinds of units 
rather than one, it is set up as a controlling account ^vlth a subsidiary 
ledger This ledger is called the stores ledger, or raw matenals ledger, 
it contains an account with each kmd of material in the storeroom 
Postings are made currently to the raw matenals accounts in the sub 
sidiary ledger, and the balances of these accounts are compared at 
intervals with the actual amounts of the vanous kinds of matenals 
on hand This companson and the accompanying adjustments that 
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may be necessary eliminate, in most comparnes, an annual shutdown 
for the purpose of taking at one time complete physical inventories. 

Entries are made in the subsidiary stores ledger from materials 
received reports and from material requisition sKps by the balance of 
stores clerk. The materials received reports for the month are sum- 
marized and an entry is made debiting the controlling account Raw 
Materials. The material requisition slips are also summarized and the 
total is credited to Raw Materials. 

The raw materials control account may be compared with the 
accounts receivable control account described in Chapter VIII. Post- 
ing to the subsidiary stores ledger is similar to posting to the cus- 
tomers’ ledger, the postings being made from business papers rather 
than from journals. At the end of the month the balance of the control- 
ling account Raw Materials should agree with the sum of the balances 
in the stores ledger. 


PREDETERMINED FAC- In order that the goods in process account 
RATE will show all manufacturing costs, those 

costs not identifiable with particular produc- 
tion orders must be grouped and applied to Goods in Process as a per- 
centage of one or more of the known items. In the previous chapter 
the factory overhead, consisting of indirect materials, indirect labor, 
and other manufacturing e.vpenses, was ascertained and ezpressed as 
a percentage of the direct labor cost. This percentage was determined 
at the end of the accounting period by summarizing all indirect manu- 
facturing expenses and erqiressing the total as a percentage of direct 


labor costs. In order that the cost of a job order may be known as 
soon as the job is completed, a -predetermined factory overhead rate is 
used. 

This rate must be based on estimated amounts of manufacturing 
expense and direct labor for the year ahead. For example, if it is 
estimated that the total manufacturing expenses for the year will 
be $80,000 and that the total direct labor cost will be $100,000, an 
overhead rate of 80% applied to the direct labor cost of the job orders 
of the year would absorb all of the manufacturing expenses of the 


year. 

Since there is bound to be a variance between the estimated and 
the actual figures, the factory overhead account, which is debited 
for the actual figures and credited for the estimated figures, will have 
a balance. If this is a credit balance, overhead is said to be overab- 
sorbed; if it is a debit balance, overhead is said to be underabsorbed. 
These two cond-' ‘ “ ■‘strated on the follonving page; 
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Overabsorbed 
Factory Overhead 


Ind Mat 

2 000 

Charged to 

Ind Labor 

4 000 

Goods in 

Fact Supp 
Depr on 

800 

Process 33 200 

Machy etc 12 000 


Total 

32 400, 



Overabsorbed $800 


Underabsorbed 
Factory Overhead 


Ind Mat 

2 000 

Charged to 

Ind Labor 

4 000 

Goods m 

Fact Supp 

800 

Process 32 000 

Depr on 



Machy etc 12 000 


Total 

32 400 



Underabsorbed $400 


The balances of the factory overhead account are earned forward 
from month to month until the end of the year If the balances fluctu 
ate from debit to credit and are relatively small amounts there is 
evidence that the predetermined rate is satisfactory If a debit bal 
ance accumulates month after month until a considerable amount is 
involved it indicates that the rate is too low If the rate is too high 
a credit balance will accumulate In either case the rate should be 
raised or lowered to prevent the accumulation of a balance 

GOODS IN PROCESS Raw Matenals is credited and Goods in 
ACCOUNT Process is debited when raw matenals are 

withdrawn from the storeroom and put into production The goods 
in process account shows on its debit side the cost of all elements 
put into manufactunng and on its credit side the cost of all elements 
leaving manufacturing as finished goods Charges for direct materials 
and direct labor which are costs identifiable with particular jobs in 
process as well as charges for overhead are made to Goods in Process 
Since the goods m process account represents many kinds of units 
rather than one it must be a controlling account for a subsidiary 
ledger This ledger is known as Uie production order ledger or cost 
ledger In the cost ledger an account with each factory production 
order is established and to it are charged all materials and labor 
costs identifiable with that order To the production order account 
is also charged a portion of the unidentifiable expenses that represent 
factory overhead The accounts in the subsidiary ledger are posted 
currently Each of these accounts may be closed and removed from 
the cost ledger when the order with which it correlates has been com 
pleted A summary of the completed production orders provides the 
information for the entry at the end of the month in which the goods 
in process account is credited and the finished goods account is debited 
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The relation of the controlling account Goods in Process to the 
cost ledger is shown in the following diagram; 


Cost Ledger 


Goons IN Process 

Job No. 1 

Job No. 2 

Balance 1,500 

I\Iaterials 6,500 

Labor 5,000 

Overhead 4,000 

15,960 

Balance 1,500 
Materials 1,000 
Labor 1,200 

Overhead 960 

Materials 2,000 
Labor 1,500 

Overhead 1,200 

4,700 

Job No. 4 

(Summaries posted 
at the end of the 
month.) ! 

(Jobs Nos. 1, 2, 3 
completed during 
month.) 

4,660 

Job No. 3 



Materials 3,000 
Labor 2,000 

Overhead 1,600 

6,600 

Materials 500 
Labor 300 

Overhead 240 


A separate sheet for each job is provided in the cost ledger. A 
cost sheet pro\dding for the current accumulation of cost elements 
entering into a production order, and for a summary at the time the 
production order has been completed, is shown on page 514 for Job 
No, 2, which is summarized in the preceding diagram. 

The four materials requisitions charged to this job are also posted 
to the proper raw materials accounts in the stores ledger as credits. 
This procedure was described earlier in the chapter. 

The time slips posted to the production order are summarized 
with all other time slips at the end of the month and became a credit 
to the pajToll account. The pajToll account is debited when the 
periodic payment of wages is made. The credit balance of the pajToll 
account therefore represents the amount due workmen for serrices 
rendered. The pajToll account differs from the raw materials ac- 
count in that it is charged for the costs after the labor has been received 
and charged to production. Any unpaid balance is reported as a 
cun-ent liability on the balance sheet. 

When Job No. 2 is completed, the materials costs and the labor 
costs are totaled and entered in the summary column at the right of 
the cost sheet. Overhead is added at the predetermined rate of 80% 
of the direct labor cost, and the total cost of the job is recorded. From 
this job order cost of $4,700 it is possible to obtain the unit cost of 
the Type C Containers, 94 cents each. 
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oOOO T\pe C CoatsiPers to be completed 


p Time Time I I 

Amount Shp 4rooi.n1 Sbp Amount | Items I Amount 


1434 400 OOj 12202 1 83 60 Bt fvid 1 lo8 00 | 


oOO 00' 204 1 

700 00 203 I 

400 00, 210 

■ ll 211 

[2 000 OO' 213 


45 20 Matenals 
0 00 Labor 
61 60 0%erbe3d 
22 50 (SO^c) 
8" 30 

53 40| Tota] Cost 


21" 40 Total 1 oOO 00 
106 30 - 

53 20 


Fwd 1 lo8 00 


\o of units 
finished 


the time each job is completed an entn is made in a special 
jounia] knoivn as a finished goods journal 4t the end of the account 
mg penod the total of these entnes is posted to the debit of Fimshed 
Goods and the credit of Goods in Process The balance of the goods 
m process account then represents the total costs charged to rnicom 
pleted orders. 

ACCciuNT^*^^^^ hlnished Goods is debited for the cost of all 

goods transferred from the factory to the 
stockroom It is credited fco* the cost of all goods shipped \'\^en goods 
are sold, shipping orders are conmionl\ prepared, ana from the-e 
are formulated entnes debiting Cost of Sales and crediting Fimshed 
Goods ■^t the same time Accounts Recen-able is debited and Sales 
15 credited for the s^llmg pnce Each sale thus reqmres two entnes 
m the first the finished goods are recorded at the cost pnce, in the 
second, at the sellmg pnce 
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Like the two previous inventory accounts, the finished goods ac- 
count is a controlling account. The subsidiary ledger that it controls 
is known as the stock ledger or finished goods ledger. In the stock 
ledger an account is kept vith each kind of manufactured commodity. 
On the debit side of each account in the stock ledger there are columns 
for the number of units of the commodity manufactui-ed, the cost of 
a unit, and the cost of the completed order. On the credit side there 
are columns for the number of units shipped, the cost of a unit, and 
the total cost of the units shipped. 


Finished Goods 


(a) 


10,000 .i (b) 


6,050 


(Summary of jobs 
completed, posted 
at end of month.) 


(Summary of ship- 
ping orders, posted 
at end of month.) 


STOCK LEDGER 

CO-M.MODITY A 


Job 

Number of 

Cost 

Cost 

Shipping 

Number 

Cost 

Cost 

Order 

Units 

per 

of Job 

Order 

of Units 

per 

of 

Number 

Manufactured 

Unit 

Order 

Number 

Shipped 

Unit 

Shipment 

515 


$5 



m 

$5 

$3,000 


Commodity B 


Job 

Number of 

Cost 

Cost 

Shipping 

Number 

Cost 

Cost 

Order 

Units 

per 

of Job 

Order 

of Units 

per 

of 

Number 

Manufactured 

Unit 

Order 

Number 

Shipped 

Unit 

Shipment 

9 . 19 . 

WBUM 

$12 


329 


$12 

$ 600 

648 


11 

In 

! 463 


12 

11 






1 481 


11 

550 


Commodity C 


Job 

Order 

Number 

Number of 
Units 

Manufactured 

Cost 

per 

Unit 

Cost 
of Job 
Order 

Shipping 

Order 

Number 

Number 
of Units 
Shipped 

Cost 

per 

Unit 

Cost 

of 

Shipment 

sss 

160 

$10 

$1,600 

479 

20 

$10 

$200 




























516 


ACCOUNTING PRINCIPLES 


ICh 28 


Often the debit side of a stock ledger account will show that the 
same commodity was produced on «5e\era! occasions at different costs 
In this case the unit cost that listed first on the debit cide is applied 
to the first shipment of the cornmodit\ \Mien the number of units 
shipped exceeds the number manufactured at the first unit co t the 
second unit cost is u ed unul that lot of the commodit\ has been 
exhausted This pricing procedure is perhaps the one most widelj 
used m crediting accounts in the stock ledger it is known as the 
first ui first-out method The same method is also used in crediting 
accounts in the raw matenal ledger The application of this method 
in connection with fim hed goods is illustrated bv Commodit% B in 
the diagram on page olo Thi d tpam shows the relation of the con 
trolling account Finished Goods to the stock ledger 

THE FACTORY In cyjme cases it is con^ement to ha\e all 

LEDGER accounts w ih facton intentones and fac 

ton operations set up in a ledger or ledgers entirelv separate from 
the general ledger This is panicularh true when the factor} islocated 
at some di tance from the ma n olfce The details of factort opera 
tions are of interest pnnc pa to faetor\ executives and need to be 
easih avalalle 

An a c unt called Fad rj Lfdaer is set up in the general ledger 
and all transactions having to do i h the factorv are summanzed in 
It Purcha es of ra t irate'ial pa -roll pavments current factorv 
expen e and month! char<»es su h as depre ration insurance and 
taxes on the factorv are reco ded as del it to this account The corre 
spondmg credits are made to \ ouchers Pavable Reserve for Deprecia 
tion Prepaid Insurance and Taxes Pav able Goods shipped from the 
factor} on orders from the mam office are recorded at cost as credits 
to this a count and debits to Cost of Sales The debit balance of the 
facto’n ledger account reprints the net investment m factor} in 
ventones 

Illustrative entries in both the general books and the factory 
books are as follows 

General Factopy 

(a) For a purchase of raw materials 

Factors Ledger 51 000 || Raw Matenals ol 000 

t ouchers Paj 51 000 (| General Ledger 51 000 

(b) For pa 3 Toll payments 

Factorj Ledger 59 oOO [j Payroll 59 500 

Vouchers Pay o9 500 j| General Ledger 


59 500 
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General Factory 

(c) For current factory expenses 

Factory Ledger 12,000 Factory Overhead 12,000 

Vouchers Pay. . 12,000 General Ledger 12,000 

(d) For monthly charges 

Factory Ledger . 30,000 Depreciation 30,000 

Res. for Depr. on General Ledger 30,000 

Plant 30,000 

(e) For goods shipped from the factory 

Cost of Sales . . 124,000 General Ledger 124,000 

Factory Ledger . . 124,000 Finished Goods 124,000 

The reciprocal nature of the entries is illustrated in each of the 
above entries. ^^Tienever Factory Ledger is debited on the general 
books. General Ledger is credited on the factory books, and vice 
versa. All factory transactions are recorded in a single account in 
the general ledger. 

The use of reciprocal accounts was illustrated in Chapter XXVT 
on branch accounting. Separate accounts were set up at each branch; 
and an account entitled Home Office Ledger was included, showing 
the equity of the main office in the branch. In tliis chapter the factory 
bears a similar relation to the main office; and again reciprocal ac- 
counts, General Ledger and Factory Ledger, are used. 


ILLUSTRATION OF 
COST ACCOUNTING 


To illustrate the procedures already de- 
scribed, the follovong facts may be assumed; 


The Logan Manufacturing Co. operates a factory located apart from 
its general and sales offices. In the general ledger a single account 
called Factory Ledger controls all the activities of the factory. The 
ti'ial balance of the factory ledger, as of September 80, 1949, was as 


follows: 


THE LOGAN MANUFACTURING CO. 

Trial Balance of Factory Ledger, September 30, 1949 


Raw Materials 

Goods in Process (Job No. 1001) 

Fin. Gds. (Commodity X: 2,000 units @ $10) 

Payroll 

Overhead 

General Ledger 



45,000ii 45,000 
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The following is a summary of the data for October that affected 
accounts in the factory ledger 

a Raw matenals purchased by the general office for the factory $31 000 
b Factory pay checks received from the general office $59 500 
c Expenses entered m the voucher register that were chargeable to the 
factory $12 000 

d Monthly fixed charges applicable to the factory $16 000 
e Requisitioned materials chargeable to orders $30 000 requisitioned 
matenals chargeable as indirect matenals $3 000 
f Factory labor $60 000 — chargeable to orders $50 000 to indirect 
labor $4 000 to supenntendence $6 000 
g Factory overhead apportioned to jobs at the predetermined rate 
$40 000 

h Completed jobs $110 000 

1 Shipping orders received from the general office $106 000 


These data were recorded in the factory journal by means of the 
following entnes The explanations of these entnes pve complete 
details 


(a) 

Raw Materials 
General Ledger 

To charge the raw matenals account with the ma 
terials purchased by the general office dunng 
October (Invoice pnce $28 000 freight cost 
$3 000 ) 

(b) 

Payroll 

General Ledger 

To charge the factory payroll account with the 
payroll checks received from the general office 


31 000 

31 000 


59 500 

59 500 


(c) 

Overhead 12 000 

General Ledger 12 000 

To credit the general office for the following ex 
pense items entered in its voucher register 
Heat Light and Power 4 000 

Maintenance and Repairs 3 000 

Sundry Factory Expense 5 000 


(d) 


Overhead 

General Ledger 

To credit the general office for the following 
monthly fixed charges applicable to the factory 


Taxes 3 000 

Depr of Machinery & Equip 8 000 

Depreciation of Building 4 000 

Insurance 1 000 


16 000 

16 000 
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(e) 

Goods in Process (see detail below) 

Overhead . 

Raw Materials 

To charge the goods in process account with the 
total cost of raw materials requisitioned for use on 
particular jobs, and the overhead account for 
the cost of raw materials requisitioned for general 
use in the factory. The cost ledger shows direct 
materials charged to the following jobs: 

No. 1001 $ 6,000 

No. 1002 13,000 

No. 1003 11,000 $30,000 


30,000 

3,000 


(f) 

Goods in Process (see detail below) 

Overhead . . . 

Payroll. 

To charge the goods in process account for the 
direct labor cost, and the proper manufacturing 
expense account for the indirect labor cost. The 
cost ledger shows direct labor charged to: 

No. 1001 $30,000 

No. 1002 15,000 

No. 1003 5,000 $50,000 


50.000 

10.000 


(g) 

Goods in Process (see detail below) 40,000 

Overhead 

To charge factory overhead to the goods in process 
account at the predetermined rate (80% of the 
direct labor cost). The cost ledger shows overhead 
charged to the following jobs: 

No. 1001 (80% o[ 830,000) $24,000 

No. 1002 (80% of $15,000) 12,000 

No. 1003 (80% of $5,000) 4,000 


$40,000 


(h) 

Finisshed Goods (see detail below) 110,000 

Goods in Process . 

To credit the goods in process account with the 
cost of all goods finished and placed in the stock- 
room. The stock ledger shows that the following 
jobs were completed and received into stock dur- 
ing the month: 

No. 1001 Commodity Y — 

10.000 units at $7 $ 70,000 

No. 1002 Commodity Z — 

5.000 units at $8 40,000 


33,000 


60,000 


40,000 


110,000 


$110,000 
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General Ledger 106,000 

Finished Goods 106,000 

To charge the general office for the cost of all 
finished goods shipped The stock ledger shows 
that the following goods were shipped during the 
month' 

CommodiU X — 1,000 units at $10 $ 10,000 

Commodity Y — 8,000 units at $ 7 56,000 

Commodity Z — 5,000 units at $ 8 40,000 

$106,000 

The posting of items to accounts in the factory ledger and to ac* 
counts in the subsidiary cost and stock ledgers is indicated by a check 
mark (V) in the folio column It should be noted that an item posted 
to a controlling account is supported by detail items posted to ac- 
counts in the subsidiary ledger This parallel posting is similar to 
that explained for accounts receivable and accounts payable. 

After the journal entries were posted to the accounts in the factory 
ledger, a trial balance was taken This trial balance, as of October 
81, 1949, was as follows. 


THE LOGAN MANUFACTURING CO. 
Trial Balance of Factory Ledger 
October 31, 1949 




Raw Matenals 

Goods in Process 

Finished Goods 

Payroll 


13.000 

20.000 
24,000 

2.100 



Overhead 

General Ledger 


600 

55,500 

_ 




57,600 

57,600 


In the trial balance of the general ledger the factory ledger ac- 
count had a debit balance of $55,500, which corresponded with the 
credit balance of the general ledger account in the factory ledger. 
When the balance sheet and the profit and loss statement were pre- 
pared in the general office, the items on the two trial balances were 
combined, the balances of the two rec procal accounts being omitted. 
In other words, the statements contained the details shown in the 
factory ledger accounts. 

The flow of costs through factory ledger accounts, based on the 
foregoing transactions, is illustrated by the chart on page 521. 
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The chart chows the directness with which the two elements raw 
matenals and direct labor enter mto the cost of goods m process 
it also indicates the mdireet wav m which the element factor\ o\er 
head becomes a part of the cost of goods in process Raw matenals 
amountmg to $30 000 and <hrect labor amounting to $50 000 have 
been charged directh to Good^ m Process The detail of each of 
these charges is shown m the cost ledger controlled bj the goods m 
process account The number of jobs ordinanlj controlled b> the 
goods m procesa account is howeier manv times the number used 
here 

Overhead has been charged to Goods in Process at 80 per cent of 
the total direct labor cost and to each job account in the subsidiai^ 
ledger at the same percentage of the direct labor cost of that job 
The total charge to Goods, in Process for o\ erhead is $1 000 less than 
the actual overhead hence for October there was underabsorbed 
overhead of $1 000 In September the same rate had been used but 
the charge to Goods in Process more than equaled the actual over 
head hence there was overab;>o’'bed overhead of $400 The debit 
balance of the factorv overhead account at the end of October was 
therefore $600 The estimated rate while not entirelv accurate was 
sufficientlv so for the purpose of finding the cost of separate jobs and 
also the value of the two inventones of goods in process and finished 
goods. All manufacturing etpenses except the small balance in the 
factorv overhead account have passed through the goods m process 
accouuL A balance in the factor} overhead account is m reahtj a 
deferred charge or a deferred credit to the manufacturing activities 
of succeeding penods and is earned forward from month to month 
\nv balance at the end of the vear is merged with cost of sales on the 
profit and loss statement 

The entnes recording the internal transactions m the accounts 
as shown on the chart and m the three subsidiarv ledgers provide a 
complete record of manufacturing costs Bv mpans of successive 
debit and credit entnes costs have progres!>ed from the raw matenals 
stage to the fimshed goods state The cost of good;» manufactured 
appears as a credit to Goods m Process and a debit to Fimshed Goods 
The cost of goods shipped appears as a credit to Fimshed Goods and 
a debit to General Ledger 

When good* are shipped to customers two entnes are required 
in the general ledger (a) one crediting the factor} at cost for the 
goods shipped and (b) another chargmg the customers at selling pnee 
for the goods shipped To illustrate In the case of The Logan Manu 
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factuling Co., the selling price of the goods shipped to customers on 
orders from the general office was $130,000. The follomng entries 
were made in the journal of the general office. 

(a) 

Cost of Sales 106,000 

Factory Ledger 106,000 

To credit the factory for the cost of goods 
shipped to customers. 


(b) 

Accounts Receivable 130,000 

Sales 130,000 

To record the selling price of goods shipped 
to customers from the factory. 

It wall be noted that the entry charging Cost of Sales and crediting 
Factory Ledger is the reciprocal of the last entry recorded in the factoiy 
ledger. The cost of sales was determined directly, that is, without 
taking physical inventories. 

The accounting result of recording the internal riansactions 
having to do wth manufactming is to show directly the cost of goods 
sold, adjusted by the amount of overabsorbed or underabsorbed over- 
head, and to leave in the raw materials, goods in process, and finished 
goods accounts the amounts of the inventories at the end of the ac- 
counting period. Physical inventoiies serve only to check the accw'acy 
of the balances in the raw materials, goods in process, and finished 
goods accounts. This condition is to be contrasted vdth that in general 
accounting, where the amoimt of the inventory is unknovm until a 
physical count is made. There is, in general accounting, no book 
record that can be used in checking the accui-acj'' of the physical 
inventory. 

The use of perpetual inventory accounts for raw materials, goods 
in process, and finished goods distinguishes cost accounting from 
general accounting. The accounts with raw materials, goods in proc- 
ess, and finished goods, and the accounts in the subsidiarj’- ledgem 
that are conti’olled by these tluee accounts, proride information that 
proves extremely helpful in controlling the activities of an industrial 
enterprise. 

The termination of the flow of costs in a single account entitled 
Cost of Sales facilitates the preparation of a profit and loss statement 
at frequent intervals, perhaps each month. The simplicitj’’ of such 
a statement is apparent from the iilustiation on page 524. 
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THE LOGAN MANUFACTURING CO 
Profit and Loss Statement 
FOR Month Ended October 31 1949 


Sales (net) 


130 000 

Cost of Sales 


106 000 

Gross Profit on Sales 


24 000 

Le«3 Selling and General Expenses 


20 000 

Net Profit from Operations 


4 000 


The statement can be prepared by direct reference to the sales, 
the cost of sales, and the expense accounts It is not necessary to 
take physical inventories or to compute the cost of goods sold The 
profit and loss statement can thus be prepared accurately, rapidly, 
and with a minimum of computation and detail 

When the accounts are closed at the end of the year, the difference 
between actual overhead and the estimated overhead (the balance of 
the factory overhead account) is closed into the cost of sales account 
This practice avoids showing underabsorbed or overabsorbed over- 
head on the annual balance sheet 


QUESTIONS 

1 How does the cost section of an accounting department identify raw 
materials costs and labor costs with a particular order’ 

2 The Kellogg Mfg Co purchases 1,000 units of A at $1 and later 
purchases 500 units at $1 20 When the balance on hand is 700 units, a 
materials requisition is made out for 400 units chargeable to Job Order 
No 57 What amount is charged to Goods in Process for matenals’ 

3 Is the posting to the cost ledger made from the anab sis of the payroll 
and the summary of the material requisition slips, or directly from the 
time tickets and the requisition shps’ Why’ 

4 The goods m process account has a debit balance of $2,732 The 
accounts with the two jobs that are uncompleted have charges of $344 and 
$552 for materials and charges of $436 and $584 for direct labor What is 
the rate of overhead’ 

5 (a) State the types of informabon that are shown on a cost sheet 
(b) Explain how this information is obtained 


Ch. 28) 


COST ACCOUNTING — JOB ORDER 


525 


6. Name three controlling accounts found in cost accounting and the 
subsidiary ledgers controlled by each. Give the sources of posting for 
each of these accounts and its subsidiary ledger. 

7. Of the three new subsidiary ledgers, which is the most significant 
from the point of view of cost accounting? Explain. 

8. "The finished goods journal records the transactions completed 
between the factory and the stockroom.” (a) What kinds of transactions 
may occur within an enterprise? (b) How is the “price” in such transac- 
tions established? 

9. The factory ledger of T. L. Nelson contains the following account; 


Goods in Process 


Materials 

! 

12,000 

Finished Goods 33,000 

Labor 

15,000 


Overhead 

10,000 



If the materials charged to the uncompleted job amount to $1,500, what 
are the labor and overhead charges? 

10, (a) Explain the use of the cost ledger, (b) How are indirect costs 
shown in the cost ledger? (c) How is this ledger related to manufacturing 
operations? 


PROBLEMS 

1. The transactions completed by the Ellis Manufacturing Company 
during the month of June are summarized below: 


(a) Raw materials purchased $110,000 

(b) Materials requisitioned for production orders 74,000 

(c) Materials requisitioned for general factory use . . 14,000 

(d) Labor on production orders • ■ • 80,000 

(e) Indirect labor • • 28,000 

({) Repairs and maintenance • ■ • 27,000 

(g) Building rental 9,000 

(h) Products finished and transferred to stock 180,000 

(i) Goods sold on account — cost 110,000 

(j) Vouchers payable for payroll 104,000 


Iiisfnich'ons: (1) Set up “T” accounts for the factory ledger in such a 
manner that the flow of costs will be sho'wn, and record directly in these 
accounts the data given above. The factory overhead rate is 100% of the 
direct labor cost. 

(2) Take a trial balance of the factory ledger as of June SO. 
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2 On June 1 of the current year the followng balances appeared m the 
accounts in the Oliver Manufacturing Company’s factory ledger and 
subsidiary ledgers 

Raw Materials 5 6,000 

Goods in Process — Job No 601 3,000 

Finished Goods — Commodity N 1 000 units 10,000 

Factory Payroll (credit balance) 1,000 

Factory Overhead (credit balance) 500 

General Ledger 17,500 

Raw materials of $12,000 were purchased dunng June Raw matenals 
were requisitioned from the stores clerk as follows 

Job No 601 $ 2,000 

Job No 602 4,000 

For general factory use 1,500 

Time tickets for the month were chargeable as follows 
Job No 601 — direct labor $ 6,000 

Job No 602 — direct tabor 5,000 

Indirect labor 1,600 


Factory pay checks were received from the general office, $10,000 
Various factory maintenance charges for heat light, power, etc , were also 
paid by the general office, $1,400 Depreciation, taxes, and other fixed 
charges totaling $1,700 were charged by the general office to factory 
operations A 50% overhead rate was applied to direct labor cost 

All job orders were completed dunng the month Job Order No 601 
produced 1,000 units of Commodity 0, Job Order No 602 produced 
1,000 units of Commodity P 

Shipments dunng the month were made as follows 
850 units of Commodity N 
600 units of Commodity O 
400 units of Commodity P 

InstTuciions (1) Prepare T accounts for the factory ledger and the 
subsidiary ledgers Record directly m these accounts the balances as of June I 
and the transactions completed dunng the month 

(2) Take a trial balance 

(3) Prove the subsidiary ledgers with the control accounts in the factory 
ledger 

(4) Using a selling pnee of $30,200 for goods shipped dunng the month 
and selling and general expenses of $8,100, construct a profit and loss state- 
ment for June like the one on page 524 of the text 



Ch. 28! 


COST ACCOUNTING — JOB ORDER 


527 


3. The Mercuiy Manufacturing Corporation prepju'cd financial state- 
ments at the end of each month but closed its accounts on December 31 
On November 30, 1950, the accounts in the general ledger and in the 
factory ledger showed the following balances: 


Geneuau Ledger 


Cash 

$ 29,000 

Factory Ledger 

17,000 

Common Stock 

$ 25,000 

Surplus 

15,000 

Sales 

88,000 

Cost of Goods Sold 

71,000 

Operating Expenses 

11,000 



Factory Ledger 

$128,000 $128,000 

Raw Materials 


$ 6,000 

Goods in Process 


4,500 

Finished Goods 


6,200 

Factory Overhead 


800 

Factory Payroll 


$ 500 

General Ledger 


17,000 

$ 17,500 $ 17,500 


Operations for the month of December were as follows: 


(a) All sales were for cash: 

Selling price $ 12,000 

Cost of goods sold 8,000 

(b) Cash disbursements: 

Factory payroll 7,000 

Factory overhead expenses 2,500 

Operating expenses 1,000 


Total $ 10,500 


(c) Withdrawals of raw materials: 

Chargeable to jobs ? 4,000 

(d) Factory labor: 

Chargeable to jobs 6,000 

Chargeable to factory overhead 1 ,000 

(e) Cost of goods completed 12,000 


(f) Overhead rate applied to jobs, 70*;; of direct labor cost. 

Ixslruclions: (1) Sot up accounts for a general ledger and a factory ledger, 
recording the balances as of December 1, 1050. Slake provision for a profit 
and toss summary account to follow the surplus account. 

(2) Record the transactions and the adjusting data directly in the ac- 
counts (no journal entries required). Compare account) balances to the trial 
balances on the following page: 
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Trial Balances December 31 1950 


General Ledger 


1 Factory Ledger 

Cash 

30 500 


Raw Materials 

2 000 

Factory Ledger 

18 500 


Goods in Process 

6 700 

Common Stock 


25 000 

Finished Goods 

10 200 

Surplus 


15 000 

Factory Overhead 

1 000 

Sales 


100 000 

Factory Payroll 

1 400 

Cost of Goods Sold 

79 000 


General Ledger 

18 500 

Operating Expenses 

12 000 





140 000 140 000 


19 900 19 900 


(3) Prepare a profit and loss statement and a balance sheet for the year 
ended December 31 1950 Underabsorbed overhead is to be added to Cost 
of Goods Sold 

(4) Record closing entries directly in the accounts (no journal entries 
required) In the factory ledger close underabsorbed overhead to the general 
ledger account In the general ledger charge Cost of Goods Sold with the 
underabsorbed overhead Balance and rule the accounts Compare account 
balances to the following trial balances 


Post Closing Trial Balances December 31 1950 


General Ledger I 

1 Factory Ledger 

Cash 

30 500 

Raw Materials 

2 000 

Factory Ledger 

17 600 

Goods in Process 

6 700 

Common Stock 

25 000 

Finished Goods 

10 200 

Surplus 

23 000 

Factory Payroll 

1 400 



General Ledger 

17 500 


48 COO 48 000 


18 900 18 900 





CHAPTER XXIX 


PROCESS COSTS IN MANUFACTURING 
AND SELLING 


PROCESS COST In the preceding chapter, where the job order 

cost system was described, manufacturing 
cost elements were identified with the product directly. Material, 
labor, and overhead were applied directly to the imits comprising the 
job order. In this chapter the same cost elements vnll be identified 
first vnth a manufactming or selling process and only secondarily with 
the product or the service. This indirect method of finding the cost 
of products and services is kno\vn as process cost accoimting. 

In many industries it is not possible to identify the raw materials 
with specific job orders as they are converted into finished goods. 
In the manufacture of ink, paint, soap, paper, and other similar prod- 
ucts, the raw materials processed form a homogeneous mass, which 
cannot be broken up into job orders. ■\^nien an enterprise I’endere a 
service, the elements of cost entering into the serrtce are alike appli- 
cable to the whole voliune of service rendered. In such cases the cost 
elements must first be identified with processes and then with the 
product of those processes. For example, the cost of a gallon of paint 
is the cost of the process divided by the number of gallons turned out 
by the process. 

The items charged to the process account are similar to the items 
charged to the goods in process account imder the job order system. 
They include the elements of cost; materials, labor, and overhead. A 
process account is illustrated below; 


Pkocess a 


Materials 

Labor 

4,000 

3,000 

Units completed — 10,000. 

9,000 

Overhead 

2,000 

Cost per unit $9,000 

=90d 



9,000 

10,000 

9,000 




The finished goods of Process A may become the raw materials of 
Process B. 

As manufactming becomes more and more standardized and the 
units of output, day after day, tend to be alike, the significance of job 
order costs disappear and greater utility is found in Imoving the costs 
of processes from day to day. Such processes characterize not only 
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manufacturing operations but selling operations as well Retailing 
and wholesaling consist of a senes of processes which taken together 
produce sales The cost of almost any activity may be divided by the 
units of output and a proc^ cost per umt maj be obtained Process 
cost accounting is therefore more universally apphcable than job 
order cost accounting It is the purpose of this chapter to describe 
process cost accounting m manufactunng and in other business fields 
as well 


JOB ORDER AND In job Order cost accounting the three ele- 

d^^ing\ii'^e^ merits of cost matenals labor and over 

head — are charged directly to job orders 
All production consists of job orders and all costs ultimately are 
identified wnth some job As illustrated above in process cost account 
mg the elements of cost are charged to processes and the cost of goods 
produced in a given penod is obtained by dividing the cost of the 
process by the number of umts produced Since all goods produced by 
a process are like vmits it is no longer useful to classify production 
into job orders Process costs give average costs 

If there were but one process m a factor} the cost accounting 
would be very simple The manufacturing cost elements would be 
charged to the single process account and the process umt cost would 
be determined by dividing the total by the number of units produced 
In the process account illustrated on page 529 the cost of the process 
$9 000 is divided by the output 10000 umts to obtain a cost per 
umt of 90 cents 


Ordinanly there are several processes in a factory It therefore 
becomes necessary to account for each process separately just as it 
was necessary m the preceding chapter to account for each job order 
separately If there were as many processes as there were job orders 
it would be advisable to set up a separate process ledger similar to 
the cost ledger But since the number of processes is more limited 
proce^ cost accounts commonly appear in the factory ledger and there 
is no subsidiary process ledger 


Process costs result in averagmg the costs of given operations as 
they apply to goods manufactured Job order costs differentiate the 
costs applicable to goods manufactured Job order systems involve 
more detail and give more specific information than process systems 
Since process costs provide only one cost figure for each cost penod 
they require much less detailed work 

In a factory where a number of processes exist it is customary to 
have additional departments that do not process the raw matenals 
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directly but assist the pi-ocessing departments. For example, if proc- 
essing uses power machinerj’-, the power to run the machinery may be 
furnished b}’’ a power department. If the product involves chemical 
engineering, the formulas used may be controlled by a chemical 
engineering department. Such departments are knovm as service 
departments. 


SERVICE DEPARTMENTS Where ser\nce depai-tments exist, the factorv 
AND PROCESS COSTS • i • 

IS considered not as a unit but as a collection 

of departments. The ser\nce departments facilitate the processing 
departments in producing finished goods. They include such depart- 
ments as the factoiy office, the building department, the power plant, 
and the repair shop. 

The existence of the departments in a factoiy gives rise to addi- 
tional internal transactions. The services rendered hy a ser^fice depart- 
ment result in internal transactions between that department and the 
processes that receive the benefit of the ser\ices. In these internal 
transactions, as in those discussed in the pre\fious chapter, the basis 
of the amount involved in the transaction is the cost of the sernce 
rendered. For example, if the total charges to the power department 
for the peiiod of a month are $3,000 and this department prondes 
power seindce to two processes, the debits to the two processes nill be 
based on the $3,000, the cost of the serrfice rendered. If this depart- 
ment rendered 150,000 kilowatt-hours of seinfice, then the charge 
would be made at the rate of two cents a kilowatt-houi-. If Process 
A used 100,000 lew. houi-s and Process B used 50,000 kw. houi-s, the 
service department accoimt and its charges to A and B would be as 
follows; 

Power Department 


Fuel 1,000 

Wages 600 

Depreciation 400 

Maintenance 400 

Taxes 400 

Insurance 200 


1,000 { To Process A 
600 To Process B . 


Process A 


Process B 


Power 2,000 


Power. . . 1,000 
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In a departmentalized factor} the service department costs are 
charged penodically to the process accounts The period usually 
chosen is a month At the end of the month the process accounts will 
include the total manufactunng expenses for the month Each account 
will have been charged on some reasonable basis for all its costs both 
direct and indirect The account for Process B is shown below 

Process B 

10 000 units at 40( from Proc 10 000 units at $1 to Process 

ess A 4 000 C 10 000 

Labor 1 200 

Overhead 2 300 

Servnce Dept 1 1 500 

Service Dept 2 

(Po^er) 1 000 6 000 

10 000 10 000 

On the left hand side of this account are shown all the elements 
entering into Process B including the material cost (the amount 
transferred from Process A) the labor the overhead and the servnce 
department costs chargeable to Process B The total cost of processing 
m Process B consists of 


Labor $1 200 

Overhead 2 300 

Service Dept 1 1 500 

Service Dept 2 1 OOO 

Total process ng cost $6 000 


This amount $6 000 is called the processing cost Since 10 000 
units have been processed the cost of a completed umt is $1 of which 
amount 40 cents represents the matenal cost and 60 cents the processing 
cost This cost of 81 per umt the finished goods cost m Process B 
becomes the matenal cost in Process C 

JOINT PRODUCTS TTie result of a process ma} be two or more 

products instead of one as assumed in pre 
vious illustrations In such a case it becomes necessary to apportion 
among the resulting products the processing costs of the penod To 
accompbsh this apportionment some basis must be chosen Two 
factors that commonlj enter into this basis are (a) weight and (b) 
market pnce For example meats are bought bj packers on the hoof 
at a pnce per pound The finished goods the vanous cuts of meat 
sold by the packers have widely diversified pnces It is assumed that 
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these prices are merged in the price paid “on the hoof.” Based on such 
assumption, the products resulting from the process share in the total 
processing costs according to weight and price combined. The output 
in quantity of pounds is weighted by the market price of the finished 
goods. 

To illustrate, assume that Process A results in two products, X 
and Y. There are 4,000 units of X and 1,000 imits of Y. The market 
price per unit of X is one half that of Y. If the total cost of the process 
was $1,200, the amounts assignable to X and Y would be determined 
as follows: 

JOINT PRODUCT COST ALLOCATION 


Actual Weighted 

Units Units 

Product X 4,000 XH= 2,000 

Product Y 1.000 X 1 = 1,000 

Total 5,000 3,000 

Cost per weighted unit = $1,200 3,000, or 40 cents 

Total cost for X, 2,000 X $-40 = $ 800 

Total cost for Y, 1,000 X .40 = 400 

Total cost = $1,200 


The unit cost of Product X would be obtained by dividing $800 
by 4,000 units, or 20 cents per unit; and of product Y by diwding 
$400 by 1,000 units, or 40 cents per unit. 

BY-PRODUCTS If one of the products resulting from a process 

has little value in relation to the other prod- 
uct, it is known as a hy-product. In this case, it is assumed that the 
cost of processing belongs to the main product. YTiatever return 
there may be from the sale of the by-product is a deduction from the 
total cost of the main product. The amount credited to the process 
account for the by-product should be the net return from its sale. 

For e.xample, if Process D resulted in two products, X and M, and 
the net retuim from M was only $50, that amount could be credited 
to the cost of producing Product X. The account for Process D is 
sho^vn below. 


Process D 


Raw Materials 

600 

Net Return from Product M . 

50 

Labor 

100 

Cost of Product X 

1,150 

Overhead 

300 



Service Department 

200 




1,200 


1,200 
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In the production of flour, there are produced in the milling process 
vanous kinds of feed The^e are considered by products, since they 
have such a small market value m comparison with the mam product, 
flour 

The output of a given process might include two or more mam 
products in addition to the by products In this case the division of 
the remaining balance among the mam products is accomphshed in 
the same way as described above under 'Joint Products ” 


ILLUSTRATION OF The features of process cost accounting de- 
scribed and explained individually on the 

AtCOUNIInu , , 

previous pages are now combined in a single 
illustration This illustration includes the relation of service depart- 
ment accounts to process accounts and the determination of unit 
process costs The accounts affected are arranged m a “flow chart’ 
illustration similar to that used m Chapter XXVIII This illustration 
IS found on page 537 and shows the movement of costs from left to 
nght 

The AB Processing Company produces two commodities, A and 
B IVhen raw materials pass through Process 1, Products A and M 
result, when Product M is further processed in Process 2, Product B 
results Product M represents an intermediate state m the production 
of Product B 

In addition to the two processing departments, there are three 
service departments m the factory These are utilized as follows by 
the processing departments 

Process 1 Process 2 


Service Dept X 75% 25% 

Service Dept Y 40% 60% 

Service Dept Z 50% 50% 


The trial balance of the factory ledger as of March 31, 1949, is as 
follows 


AB PROCESSING COMPANY 

VF YxmoKT Ijepuer 
March 31 1949 




Raw Materials (500 units at $2 80) 

Product A (250 units at $2) 

Product B (100 units at $10) 

Supplies 

Payroll 

General Ledger 

' 1 400 

500 
1,000 
200 

4o0 
2 650 




3 100 

3 100 
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The following is a summarj^ of the operations during April: 

a. Raw materials purchased by the general office for the factory: 1,700 
units at $3, $5,100. 

b. Raw materials requisitioned for use in Process 1: 2,000 units. 

c. Supplies purchased by the general office for the factory: $600. 

d. Factory charges for labor: $5,900. 

Process 1, $2,900 Service Dept. X, $400 

Process 2, 1,600 Service Dept. Y, 700 

Service Dept. Z, 300 

e. Depreciation, taxes, and repairs charged to the factory by the general 
office, $3,500, were apportioned as follows: 

Process 1, $ 980 Service Dept. X, $950 

Process 2, 470 Ser\dce Dept. Y, 300 

Service Dept. Z, 800 

f. Supplies requisitioned for use in the factory, $400, were distributed 
as follows : 


Process 1, $ 170 Service Dept. X, $ 50 

Process 2, 80 Service Dept. Z, 100 

g. Factory pay checks received from the general office: $5,800. 

h. Service department overhead accounts were distributed to the process 
accounts on the basis of utilization by the processing departments. 

i. The 2,000 units of raw material placed in Process 1 were completed, 
producing 500 units of Product A (a by-product) and 1,500 units of 
Product M, which entered Process 2. 

j. Product M, after going through Process 2, became 1,500 units of Prod- 
uct B. 

k. The general office was charged with the goods shipped during the period: 

Product A, 500 units (by-product) 

Product B, 900 units 


The journal entries to record this information were as follows: 

(a) 

Raw Materials • 5,100 

General Ledger • 5,100 

To charge the raw materials account with the ma- 
terials purchased by the general office during April 
(1,700 units at $3). 

(b) 

Process 1 5,900 

Raw Materials •_ 5,900 

To charge Process 1 with 2,000 units of raw ma- 
terials put into production. 

500 units at $2. 80 $1,400 

1,500 units at $3 . 00 4,500 


$5,900 
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Supplies 

600 

600 

General Ledger 

To record the supplies purchased for the factory 
by the general office 

W) 


Process 1 

2,900 


Process 2 

1,600 


Service Dept X 

400 


Service Dept Y 

700 


Service Dept Z 

300 


Payroll 

To charge the two processes and the three service 
departments for labor costs 

(e) 


5,900 

Process 1 

980 


Process 2 

470 


Service Dept X 

950 


Service Dept Y 

300 


Service Dept Z 

800 


General Ledger 

To charge the two processes and the three service 
departments with depreciation, taxes, and repairs 

(0 


8,500 

Process 1 

170 


Process 2 

80 


Service Dept X 

60 


Service Dept Z 

100 


Supplies 

To record the supplies requisitioned for use in the 
factory during April 

(g) 


400 

Payroll 

5 800 


General Ledger 

To credit the general office for pay checks received 

(h) 


5 800 

Process 1 

2,050 


Process 2 

1,550 


Service Dept X 

1,400 

Service Dept Y 


1,000 

Service Dept Z 

To distribute the balances of the service depart- 
ment accounts to the process accounts on the basis 
of utilization by the processing departments 

Process l Process 2 

Service Dept X 1 050 350 

Service Dept Y 400 600 

Service Dept Z 600 600 

2,050 1,550 


1,200 



Reciprocal Account Primary Accoanta Service Departments Processing Perpctuol Inventory 

Departments of Finished Goods 


Ch. 29] 


PROCESS COSTS IN MANUFACTURING AND SELLING 


537 



Flow of Costs Through Factory Ledger Accounts, Showing Determination of Unit Process Costs 
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(I) 

Product A 
Process 1 

To credjt Process 1 at net market >alue of $2 a 
unit for 500 units of Bj-product A. 


1,000 


1,000 


( 1 ) 

Process 2 
Process 1 

To transfer to Process 2 the 1,500 units of Product 
il at the net cost after deductmg b> -product 
credit. 

0 ) 

Product B 
Process 2 

To record the ctel of 1,500 umta of Product B 
completed m Process 2 

fk) 

General Ledger 
Product A 
Product B 

To record the cost of goods shipped to the main 
office during April as follows 
Product A 

500 units at $2 $1,000 

Product B 

100 units at $10 $1,000 

800 units at $9 80 7,84 0 8,840 


11,000 

11,000 


14,700 


9,840 


14,700 


1,000 

8,840 


A trial balance of the factory ledger accounts, shottTi in the flow 
chart on page 537, is as follows 


AB PROCESSING COMPANY 
Tbial Balance or Pactoby Ledger 


April 30, 1949 


Raw ilatenals (200 at $3) 


1 600 


Product A (250 at $2) 


j 500| 


Product B (700 at $9 80) 


1 6,860| 


Supplies 


,1 -*00 


Payroll 



550 

General Ledger 



7,810 



8,360^ 

8.360 


IHVEKTOWES OF In the preceding illustration it was assumed 

rfcPD^irERfALS goods were completely processed at 

« the end of the accounting period. In such 

cases the determination of uint costs is a simple problem in division 
Frequently, however, materials in. process do erist at the end of the 
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period, and not all of the chaz'ges to the pi’ocess account should be in- 
cluded in the cost of the finished units. A portion of the charges to the 
process belongs to the paitly processed materials. 

li^Tien a portion of the materials is only paiddally processed at the 
end of a cost period, it is necessary to divide the total processing costs 
between the finished goods and those partially finished. This involves 
calculation of (a) the number of equivalent units processed and (b) 
the cost of processing an equivalent unit in that month. To illustrate 
the calculation of equivalent units processed, assume a beginning 
inventory of 1,500 units ]4. processed, the addition of 8,500 units 
during the month, and at the end of the month 7,000 units completed 
and 3,000 14 processed. 

To complete the processing of the beginning inventory of 1,500 
units would require 1,000 equivalent units; of the 8,500 new units of 
raw materials added this month, 5,500 were completely processed, 
requiring 5,500 equivalent units, and 3,000 were }/2 processed, requiring 
1,500 equivalent units. This is tabulated below: 

Beginning Inventory . . 1,500 units X /^ = 1,000 

New Raw Materials. . . 5,500 units XI = 5,500 

New Raw Materials. . . 3,000 units X Vi = 1,500 

10,000 units 8,000 equivalent units 

If the labor, overhead, and applied sei’vice department expenses 
totaled $4,800, the processing cost per equivalent unit would be 60 
cents. It should be noted that processing cost, as used here, does not 
include materials; it includes those cost items applied to materials. 
If we assume that the beginning inventor}^ of 1,500 units H processed 
cost $975 and that the new materials added dui'ing the month cost 
$3,400, the process accoimt would be as follows: 

Process 


Inventory 1,500 at .65 975 Completed 7,000 consisting of 

I^Iaterials 8,500 at .40 3,400 1,500 at [.65 -f (7^ X. 60)1 1,5<5 

Labor 2,000 5,500 at (.40 +.60] 5,500 

Overhead 1,600 ^ 

Service A 400 7,000 total cost. . . <,0(o 

Servdce B . . 800 4,800 Inventory 3,000 >4 completed 

3,000 at [.40 + (MX.60)] 2,100 


9,175 

The pi'ocess account shonm above is for one cost period. The 
beginning inventory contains material costs and equivalent umt 
processing costs " 1 ""'^vious period. Since these units are finished 
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first they will contain processing costs made up at the previous 
penod s rate and ^ at the current rate The ending in\ entory will 
contain processmg costs at this period s rate and at the rate of 
the next penod 

The preceding illustration shows the emphasis that is placed on 
each accoimting penod s processmg The processing costs for this 
penod are kept distmct from the processing costs of the preceding 
I>enod The matenals costs of the new penod are also kept separate 
The production of each penod is treated m the accounts as if it were 
processed separately 

The usual cost penod is one month m length but it is possible to 
ha\e shorter penods as a week a da\ or even an hour The length 
of the penod depends upon the situation in each processing department 

PROCESS COST At tijg beginnmg of the chapter it was stated 

retailing and wholesaling consist of a 
senes of processes that taken together produce 
sales These processes of distnbution are sometimes called of 

distribution One writer on the subject includes two functions or 
processes (1) demand creation and (2) physical supply still another 
four processes (1) advertising (2) selling (3) dehvenng and (4) 
collectmg "WTiatever the analysis each process or function involves 
expense items the sum of which gives the cost of that function 

Assume for purpose of illustration that selling consists of tw o proc 
Cises (a) advertismg and (b) personal selling If m a given penod the 
advertismgcostsare$200 000 and thepersonalselhng costs are $1 300 000 
for 100 000 umts the analysis of selhng processes may be expressed 
as follows 

Advertising $ 200 000 - 100 000 -$ 2 per unit 

Personal selling 1 300 000 — 100 000 — 13 per unit 

Total $1 500 000 - 100 000 - $15 per unit 

II the advertising is tnpled with a resulting decrease in personal 
selhng of $300 000 and an mcrease in umts sold of 60 per cent an 
analysis of umt sellmg process costs would show 

Advertisng $ 600 000 160 000 $ 3 76 per unit 

Personal selling 1000 000 160 000 = 6 25 per umt 

Total $1 600 000 160 000 - $10 00 per umt 

It ^ important for the management of any mercantile business to 
know what proportions of the vanous functions produce the sale of a 
unit of a product at the least cost 
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The services rendered by mercantile stores may well be accounted 
for separately. A knowledge of these costs from period to period vdll 
assist management in meeting its many and varied problems. For 
example, delivery service, if rendered, may be purchased from parcel 
delivery companies or provided by the store's own trucks. A knowledge 
of relative costs will assist in the determination of the better policy. 
While cost is not the only factor in such a choice, it is nevertheless an 
important factor and should not be omitted. 

It has been said that it costs more to sell the world’s goods than to 
produce them. Efforts are constantly being made to reduce the price 
margin between the producer and the consumer. If services are made 
available to the consumer that he does not need or wish, the margin 
may be narrowed by the elimination of such service costs. Thus, 
today, the margin on foodstuffs has been reduced through the elimina- 
tion of delivery and credit costs and the use of seK-service. Careful 
studies of the costs of mercantile processes should point the way toward 
a more efficient system of distribution. 


PROCESS COST 
ACCOUNTING IN 
OTHER FIELDS 


Other fields of business have use for knowl- 
edge of process costs. In railroad transporta- 
tion, it is common practice to calculate, for 


freight services, the cost per ton-mile; for passenger service, the cost 


per passenger-mile. In motor truck operation, calculations are made 
periodically to determine the cost per mile and the cost per ton-mile. 
In banks, costs are assembled and unit cost prices are determined in 
order to learn the relative profitableness of various depositors’ accounts. 
Outside the field of business, increasing use is being made of the 


principles of process costs. In educational institutions the cost per 
student and the cost per student-hour are found from period to period. 
In hospitals the cost per patient and the cost per patient-day have 
administrative uses. In all tjT)es of institutions cost studies are helpful 


to those responsible for the institutional policies. 

The costs of services rendered by government are also receiving 
consideration. Much of the effort of ex-perts in municipal accounting 
is pointed toward the discovery of various municipal costs. For 
example, taxpayers are interested in knowing how the cost of fire 
protection or the cost of police protection in their cities compares 
with similar costs in other cities. 


PROCESS COSTS AND Some cost is attached to everj* business 
BUSINESS OPERATIONS opgi.ation. To know the amoimt of this cost 

is to increase the intelligence applied to business activities. 
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Cost accounting goes beyond the first, or onginal, expense The 
cost of coal itself may not be so important as the cost of heating or 
the cost of horse power The fact that delivery expenses in general 
have decreased from $3,000 to $2 500 may not be so significant as the 
fact that the cost per ton mile has mcreased from 10 cents to 12 cents 
It IS not the original outlay that is so important but rather the use 
made of that onginal outlay Such use is expressed m the costs obtained 
by cost accounting 

QUESTIONS 

1 Is it possible to have any income-producing activity m a business 
enterpnse without costs being involved’ What are the costs (a) of granting 
credit’ (b) of creating a demand for merchandise to be sold’ (c) of obtam- 
ing the best services from employees’ 

2 (a) Does a business manager make any expenditures or incur any 
obligations without the belief that income will be affected favorably by 
his doing so’ (b) Are all such transactions traceable to income’ 

3 Would you recommend a job order or a process cost system for (a) 
a pnnt shop’ (b) a flour mill’ (c) an oil refinery’ (d) an iron foundry’ 

4 Process H produces two products How should the processing cost 
be allocated (a) if the products have different market values’ (b) if one 
of the products has salvage value only’ 

5 On March 1 Process 2 has a balance of $2 400 (a) What elements of 
cost are included in this balance’ (b) Will an increase in raw matenal 
prices affect the unit cost of the completed product denved from this 
balance’ Explain 

6 A large department store, occupying four floors and the basement of 
a building, distributes its housing expenses on the basis of the floor space 
each occupies Can you suggest a more equitable basis for distnbution’ 

7 Distinguish between (a) a physical inventory and a perpetual mven 
tory, (6/ a’lrect ftiftor and intftrect fa6or, (b) a job order cost system and a 
process cost system, (d) service department and process department 

8 If the rate of output remains the same, which will be more costly 
a $2 an hour operator with a $50 machine or a $1 an hour operator with a 
$5,000 machme’ Explain 

9 In a certain factory the cost of 100,000 units is $5 a unit, of 80,000 
units, $6 a unit, of 60,000 units, $7 a unit, of 50,000 units, $7 50 a unit 
Assume that the estimated sales volume for the year 1949 is 50,000 units 
A large corporation offers $4 a unit for 50,000 units to be delivered in 
1949 Would you advise the acceptance of this offer’ Why’ 
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10. The charges to Process B during March were: raw materials, $1,250; 
labor, $600; overhead, $500. Three products resulted: By-product X, 
1,000 units selling at 25 cents a unit; Product A, selling at $1.25 a unit; 
and Product B, selling at 75 cents a unit. During the month 600 units of 
A and 400 imits of B were produced. Set up the process account showing 
total costs of A and B. 

11. Complete the following process account: 


Process A 


1,500 units 34 completed. . 

. 1,200 

4,000 units completed 

Materials 3,000 at .50 

. . 1,500 

500 units 34 completed . 

Labor 

900 


Overhead 

. . 1,350 



Determine the cost of completed units and partially completed units. 


PROBLEMS 

1. The Nite-Day Plumbers sell a large line of household appliances. They 
also service and repair household equipment. These products and services 
are classified as three income-producing units: Stoves, Refrigerators, 
Washers, etc , Department; Repair Shop; Small Appliances Department. 
The manager wishes to know costs per dollar-income of operating the three 
units. Operating expenses that can be directly identified with one of the 
income-producing units are charged to that unit. Other expenses are 
charged to Buildings and Grounds Expense and to General Expense; 
they are then redistributed. 



Stoves, 

Refrig., 

Washers, 

ETC., 

Dept. 

Repair 

Shop 

Small 

Appli- 

ances 

Dept. 

Bldgs. 

and 

Grounds 

General 

Buildings, cost 

Equipment, cost 

1,200 

2,000 

1,600 

$20,000 

$400 

Annual expenses: 

Salaries 

6,800 

1,700 

1,240 


1,000 

Insurance and taxes. . 

40 

110 

50 

100 

24 

^laintenance 

Parts used 

Advertising 

Utilities and supplies. 


900 


610 

600 

256 

Depreciation: 

Buildings 

Equipment 

10% 

10% 

10% 

bVc 

10% 

Distribution of: 

Electricity, $450 

1/5 

1/5 

1/3 

1/5 

2/5 

General Expense 

1/3 

1/3 
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Inslruclxons' (1) Prepare "T” accounts for the three income-producing 
units and the two expense accounts shown above Record the foregoing data 
Redistribute the buildings and grounds expense and the general expense to 
the income producing units The general expense is divided equally, the 
buildings and grounds expense, in proportion to the annual sales The annual 
sales for the three income-producing departments are Stoves, Refngerators, 
dashers, etc Department, $30 000, Repair Shop, $12,000, Small Appliances 
Department, $6 000 

(2) Compute operating cost per dollar-mcome for each of the three units 
2 The Sinclair Sales Company maintains its records so that cost analyses 
can be made of its three selling functions, which are then expressed as 
costs per unit sold Costs not directly allocable to the three function^, 
are charged to two service departments, which are utilized by the three 
functions as follows 

Sermce Dept A Service Dept B 
Function 1 60% 50% 

Function 2 10% 25% 

Function 3 30% 25% 

During the year the following transactions applicable to these three 


functions and the two service departments were 

(a) Salaries 

Function 1 $11,000 Service Dept A $ 8,800 

Function 2 49 800 Service Dept B 10,200 

Function 3 6,800 

(b) Supplies used 

Function 1 $ 1,000 Service Dept A $ 1,800 

Function 2 2,500 Service Dept B 1,100 

Function 3 1,300 

(c) Depreciation 

Function 3 $ 2,000 Service Dept A $ 9,200 

Service Dept B 1,500 

(d) Taxes 

Function 3 $ 200 Service Dept A $ 1,000 

Service Dept B 150 

(e) Insurance expired 

Function 2 $ 700 Service Dept A $ 1,600 

Function 3 550 Service Dept B 1,050 

(I) Repairs 

Function 3 $ 150 Service Dept A $ 1,200 

Service Dept B 800 


(g) Heat, light, and power bills are chargeable to Service Dept A, $6,400 

(h) Miscellaneous general expenses are chargeable to Service Dept B, 
$5,200 

(i) Function 2 should be charged with traveling expenses of $9,000 
Inslruclions (1) Post the foregoing information to the required function 

and service department accounts 

(2) Post the proper distribution of service department costs to the three 
functions; close the seryice department accounts 

(3) Compute unit costs for each of the three functions, assuming the sale 
of 100,000 umts 
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3. The trial balance of the factory ledger of the Household Preparations, 
Inc., was as follows on May 31, 1950: 


Raw Material — 3,000 lbs. $ g^ooo 

Preparation 25 — 600 lbs. (finished product) 7,800 

Preparation 27 — 200 lbs. (finished product) . . 4,500 

Factory Supplies ... 220 

Payroll $ 430 

General Ledger 21,090 


.$21,520 .$21,520 


No preparations were in process on May 31. Preparation 25 is the prod- 
uct of refining raw material in Processes A and B. Preparation 27 is pro- 
duced when Preparation 25 is further refined in Process C. The company 
has a selling market for both preparations. 

The products are subject to considerable weight loss in all three 
processes; costs are therefore determined by dividing the accumulated 
costs by the number of pounds produced in each process. 

The operations for June were: 

(a) Transactions with the general office: 

Purchased 4,000 lbs. of raw material at .$3.50 per pound, .$14,000. 
Purchased factory supplies, $1,030. 

Factory payroll, $14,680. 

Expenses charged to the factory, $1,700, apportioned as follows: 
Service Department, $950. 

General Factory Expense, $750. 

(b) Supplies used: Service Department, $450; General Factory Expenses, 
.$350. 

(c) Payroll of $14,600, chargeable to Proces.s A, $2,200; Proce.ss B, $5,500; 
Process C, $4,000; Service Department, $1,600; General Factory 
Expense, $1,300. 

(d) Service Department distributed to Process A, 50%; Process B, 30%; 
Process C, 20% 

(e) General factory expenses are distributed equally to the three processes. 

(f) Placed 2,500 lbs. of raw material into Process A where a loss of 500 
lbs. took place. 

(g) The 2,000 lbs. produced in Process A were placed into Process B, from 
which 1,600 lbs. of Preparation 25 were produced and placed in stock. 

(h) Placed into Process C the 600 lbs. of Preparation 25 on hand .June 1 
and 400 lbs. of the current month’s production, from which 900 lbs. 
of Preparation 27 were produced. 

(i) Finished products shipped to customers: 

Preparation 25 — ■ 1,000 lbs. (current month’s production). 
Preparation 27 — GOO lbs. (first-in, first-out). 

JnFlruclions: (1) Open accounts for Raw Material, Process A, Process B, 
Process C, Preparation 25, Preparation 27, Factory Supplies, PajToll, Service 
Department, General Factory Expense, and General Ledger. 



CHAPTER XXX 

BUDGETS 


ACCOUNTING FOR 
ESTIMATED FUTURE 
TRANSACTIONS 


In previous chapters the accountant has been 
considered a historian who deals with the 
effects of past transactions. He has been 


primarily concerned voth the recording and summarizing of actual 
happenings. His accounting has had nothing to do with the plans of 


management until those plans were crystallized into actual business 


transactions. 


Business transactions are normally planned by the executives of 
an enterprise. Before any sales are made, the sales manager estimates 
their volume. Before any goods are produced, the factory manager 
schedules their production. Before any funds are raised by bank loan 
or bond issue, the method of the raising exists in the mind of the 
treasurer. These estimated future transactions, planned by manage- 
ment, precede the actual transactions that are recorded in the account- 
ing system. 

It is advisable to measure in accounting terms the financial effect 
of these plans of management. Because of his ex-perience in measuring 
the financial effect of actual transactions, the accountant is best 
qualified to deal with these estimated future transactions. He assembles 
these plans for future transactions into an estimated profit and loss 
statement and an estimated balance sheet. He repoids the effect of 
the co-ordinated plans before any action takes place. This preliminary 
report puts the plans do^A’n in black and white for permanent reference' 

This dealing Avith estimated future transactions is called hidgeting. 
If the plans deal Avith all the transactions of the ensuing period, they 
are knoAAm as a master budget. If they deal only AAith transactions 
affecting cash, they are called a cash budget. If they involve only 
income and expense transactions, they are called an operating budget. 
The master budget, AA^hich includes all of the data found in the cash 
budget and the operating budget, AAdll foi'm the principal subject 
matter of this chapter. 


THE BUDGET PERIOD accounting projected into the future, as 

well as in accounting dealing AAith the past, 
a fiscal period must be set up. The period to be covered by planning 
ordinarily equals the period covered by reports of the past. Hence it 
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happens that the most commonly used budget penod is the year Just 
as the accounting year is broken down into quarters or months, so is 
the budget year divided into shorter intervals The annual budget 
with a “breakdovra” into months is the type of budget commonly 
found The planmng of the next year s operations is the prevailing 
budget procedure 

In some planning the budget period is longer than a year If the 
plans involve the purchase of fixed assets that will last several years, 
and a corresponding permanent increase in output, the budget period 
for such plans must necessarily be longer Public utilities, such as the 
telephone company, budget five or ten years ahead Automobile 
companies budget a year at a time because of yearly models offered 
consumers 


PLANNING AND DOING In the development of scientific business 
MA^i^AGEMENT management the separation of planning and 

doing has been a marked feature Complete 
plans are drawn up before actual operations are begun The proposed 
course of action is first put down on paper and approved by all of the 
executives concerned 


This planmng inevitably involves future transactions The sales 
manager plans to increase sales To provide the goods to be sold, the 
factory superintendent plans to expand the plant and to increase 
employment The financial officer plans to extend additional credit 
and to seek new sources of capital All of these plans antiapate the 
actual transactions of the new period 

If these planned transactions are organized in accounts and set up 
in a balance sheet and a profit and loss statement, a more complete 
picture IS afforded of the combined effect of the plans on the business 
The cost of expanded operations may be so large that net profit is 
reduced In such a case contraction rather than expansion may be 
more desirable The net effect of all the proposed activities should be 
carefully considered by the management before such plans are put into 
action 


In budgeting, planned transactions are accounted for by journal 
entries or by entnes made directly m “T” accounts For example, if 
new machinery costing $100,000 must be purchased to provide for a 
proposed expansion m sales, it may be necessary to issue bonds in 
order to provide the funds Assuming the issue of $100,000 of 6% 
bonds in this case the effect of the proposed transactions is illustrated 
below in “T” accounts 
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Cash Interest Pay able 

(a) 100,000 I (b) 100,000 (d] 6^ 

Bonds Payable 


Profit and L oss Sxjmmary 

(c) Depr. on 
Machinery 10,000 

(d) Interest on 
Bonds 6,000 

The estimated transactions (a) to (d) show above illustrate the 
effect of this proposal on assets, liabilities, and expense. When 
applied to the beginning account balances, these transactions, com- 
bined with all of the other planned transactions, will provide an 
estimated balance sheet at the end of the year and an estimated profit 
and loss statement for the year. The portrayal of budgeted transactions 
on accounting statements is an important part of the budget progi'am. 

If the resulting statements appear favorable and desirable, the 
planned operations should be distributed among the months of the 
new year. Actual transactions month by month should be compared 
with the estimated transactions. This comparison of real transactions 
with estimated transactions period by period is one of the valuable 
features of budgeting. 

ESSENTIALS OF The procedure by which budgetaiy control 

BUDGETARY CONTROL jg obtained must, of necessity, vary from 
business to business. Rarely can any two enterprises follow exactly 
the same procedure. In all cases, however, the essential featuies of 
budgetary control include (1) departmental estimates, (2) co-ordina- 
tion of estimates, and (3) budget repoids. 

1. Departvientul Estimates. Each department should prepare an 
estimate of its activities for the budget period. The method of stating 
these activities depends on the nature of the operations of the depart- 
ment. The sales department should usually show its estimated sales 
in both volume and value, and it should also show its estimates of 
the cost of making these sales. The production department shori 
state the volume of production that it plans for the period and the 
amovmt of materials, labor, and manufacturing expenses that^ it 
estimates will be necessarj^ to carry out tliis program. ^ The purchasing 
department, the office manager’s department, and similar departmen 
should indicate their estimated expenditures for the period. EinalJy, 


(a) 100,000 


Machinery 



Reserve f or Depr. on Machinery 
(c) 10,000 
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the financial department, using all the other estimates as k basis, 
should estimate the cash receipts and the cash disbursements for the 
penod 

Accurate estimates of future operations are admittedly difficult to 
prepare Nevertheless plans must be made for the future, and the 
more difficult it is to plan, the more urgent it is that plans be made 
Even though the departmental estimates are not entirely accurate, 
they are better than no estimates at all There must be some chart for 
the future even if it is in rough outline 

2 Go-ordinalxon oj Estxmaies Because of the interdependence of 
business departments, some departments will need the estimates of 
other departments in making their own estimates The sales, pro- 
duction, and finance departments must work on the same fundamental 
plan They must agree on the quantity and kinds of goods to be 
produced and sold 

The budget committee, consisting of the departmental heads, con- 
siders the proposed budget and makes such revisions as it thinks 
advisable The members are given an opportunity to defend their 
original estimates Finally the completed budget as revised is ap- 
proved by the committee 

3 Budget Reports Penodic reports comparing the estimated and 
the actual performance for the penod should be made These penodic 
reports are usually for one month’s operations In order to make 
possible the monthly reports, the budgeted annual figures should be 
set up by months These monthly budgeted figures may then be 
compared wth the actual figures as shown m the illustration on the 
opposite page 

BUDGETARY CONTROL All business firms practice budgetary control 
NOT A NEW IDEA ^ greater or less degree, although many of 

them do not realize the fact When rates of depreciation are established 
on fixed assets, a ’budget on the lile ot these assets is made, w’hen 
standard dividend rates are approved by the board of directors, a 
budget on the earning capacity of the orgamzation is established, when 
the salaries of employees are agreed upon, a budget on the earmng 
capacity of the employees is made All these budgets are changed from 
time to time as experience shows the need for correction m the onginal 
estimates 

It may be found that the assets are depreciating more rapidly 
than vms originally estimated; that the earmng capacity of the business 
IS greater or less than was originally beheved, that the employees are 
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HARRISON TRADING COMPANY 

Budget Report 


For the Month Ended March 31, 1950 




Actual 

This 

Month 

Budget 

This 

1 Month 

' Incre.-\se 

1 OR 

’Decre..\se* 

Income from Sales 

35.000 


5,000 

Cost of Goods Sold: 

Mdse. Inventory, Mar. 1, 1950 
Purchases 

40.000 

25.000 



Mdse. Available for Sale . . . 
Less Mdse. Inv., Mar. 31, 1950 

65.000 

45.000 



Cost of Goods Sold .... 

20,000 

16,000 

4,000 

Gross Profit on Sales 

15,000 

14,000 

1,000 

Operating Expenses: 

Selling Expenses: 

Sales Salaries 

Advertising 

Depr, of Store Equipment 
Store Supplies Used . . 

Misc. Selling Expenses 

2,100 

1,000 

500 

800 

1,200 

B 

1 

mEm 

Total Selling Expenses . . 

5,600 

5,100 

500 

General Expenses: 

Office Salaries 

Rent 

Depr. of Office Equipment 
Loss from Bad Debts . . 

Misc. General Expenses 

1,200 

1,500 

400 

500 

1,400 

1,200 

1,500 

400 

500 

1,200 

200 

Total General Expenses . . . 

5,000 

4,800 

200 

Total Operating Expenses . . 

10,600 

9,900 

700 

Net Profit from Operations . . 

4,400 

4,100 

300 

Other Income: 

Purchases Discount 

600 

700 

100* 

Other Expenses: 

Sales Discount 

Interest Expense 

m 



Total Other Expenses 

900 

900 


Net Deduction 

300 

200 


Net Profit for March 

4,100 

3,900 

200 
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more or less efficient than was onginally supposed In the same 
manner estimates of sales, production finances, and expense should 
be made in the light of the best information a\ailable, and these 
estimates should be changed whenever more complete or more accurate 
information so dictates 

PROCEDURE FOR The master budget is usually the product of 

MASTER BUDGET Ujg budget committee It co ordinates the 

departmental budgets and organizes them into a single budget for the 
business as a w hole In the master budget are found all of the estimated 
transactions for the coming jear When these transactions are ac- 
counted for, the estimated financial position at the end of the coming 
year, together with the estimated financial progress during the jear, 
wll be available It is the lunction of the accountant to express the 
effect of the budgeted transactions m these two reports 

In the construction of these reports the profit and loss statement 
and the balance sheet of the past >ear are used The amounts of 
proposed activities are expressed as fractional parts or percentages of 
the amounts for the year just past Because of his knowledge of these 
past statements and his ability to account for transactions, the ac- 
countant IS peculiarly fitted to seiwe the budget committee in the 
preparation of the accounting statements in the master budget 

The estimated sales for the new >ear is the logical beginning point 
and perhaps the most significant figure m the budget plans aside from 
net profit If the business outlook is unfavorable, the sales manager 
may estimate a 25 per cent decline in sales unless pnces are lowered, 
he may, however, believe that with a decrease of about 10% in the 
selling pnce, he can sell as many units as m the previous jear If sales 
consist of two or more types each type must be calculated separately 
Assume that sales in 1949 consisted of 10 000 umts of A at $30 and 
20 000 umts of B at $15 with total sales of $600 000 If pnces are 
mamtained but the number of units sold declines 25 p>er cent, the 
estimated sales will be $450 000/ If however, A units are reduced m 
pnce to $27 50 and B units to $12 50, and if the volume of units sold is 
mamtained, the estimated sales will be $525 000 

At the budget meeting it will be necessary to determine whether 
it IS better to maintain pnces but to lose m number of umts sold and 
sales m dollars ($450,000), or to lower pnces but to maintain umt 
sales and thus have a better showing in total sales ($525,000) As 
explained in previous chapters, certam expenses are fixed and will not 
go dowTi e\ en though the number of umts sold declines Other expenses 
are vanable and mo\ e up and down with the quantity sold By listing 
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the operating expenses under each plan, it is possible to determine 
which plan will produce the gi'eater net profit. 

If, in place of contraction, the outlook promises increased volume 
and the sales manager estimates an increase of 25 per cent at the 
existing prices, the effect of such increase in output on production 
policies and costs must be considered. The increased volume in sales 
may make advisable the installation of new machinery that would 
reduce -labor costs. The payment for the new machinery may require 
that additional stock be sold or that bonds be issued. It may requii-e 
expansion of sales force and increased advertising appropriation. 


ACCOUNTING FOR THE The balances, as indicated by the last balance 
MASTER BUDGET PLANS g^geh^ should be set up in “T” accoimts. The 

transactions incident to the proposed budget are then entered in these 
accounts. Since the master budget ordinarily includes the ending 
inventories, the estimated depreciation, and loss from bad debts, the 
trial balance prepared from the “T” accounts is an adjusted trial 
balance. It therefore provides, without need for adjustment, the 
amounts for the two estimated statements. 


It may seem odd to prepare in January a profit and loss statement 
for the year ending in the following December and a balance sheet for 
a date almost a year hence. But to do this sets up a pattern with 
which actual transactions may be compared. It also co-ordinates in 
the financial statements the proposed actions for the coming year. 

In order to carry out the comparison month by month, it is neces- 
sary, as stated before, to break dowm the annual budget into twelve 
monthly budgets. This breakdown makes possible monthly compari- 
sons similar to that illustrated on page 651. 


ILLUSTRATION OF The profit and loss statement for the year 
ACCOUNTING FOR A ended December 31, 1949, and the balance 
STER BUD sheet as of December 31, 1949, for the Borden 

Mercantile Company are given on pages 554 and 555. In addition, 
there are given the budgeted transactions for the year 1950, as planned 
at the final meeting of the budget committee. The accountant is 
asked to show' the effect of the budgeted transactions on the financial 
position of the company, together with a budget of operations. The 
“T ’’accounts on pages 556 and 557 record the budgeted transactions 
and show w'hat the results, as budgeted, would be. In order to save 
space, all budgeted profit and loss statement items are entered directly 
in tlie profit and loss smnmarj' accoimt. 
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PTofil and loss statement for the preceding year: 


BORDEN mercantile COMPANY 
Profit and Loss Stattment 
For Year Ended December 31. 1949 


Sales 

Cost of Goods Sold 

Merchandise Inventory, Jan 1, 
Purchases 

1949 

85,000 

247,000 

350,000 

Merchandise Available for Sale 
Merchandise Inventory, Dec 31 

, 1949 

332,000 

87,000 


Cost of Goods Sold 



245,000 

Gross Profit on Sales 

Operating Expenses 

Selling Expense 

Sales Salaries 

Advertising 

Depreciation of Equipment 

30,000 

4.000 

5.000 


105,000 

Total Selling Expenses 
General Expenses 

Officers Salanes 

Office Salanes 

Depreciation of Buildings 
Loss from Bad Debts 

Misc General Expense 

15,000 

15,000 

5,000 

1,750 

5,000 

39,000 


Total Genera! Expenses 


41,750 


Total Operating Expenses 



80,750 

Net Profit from Operations 

Other Income 

Purchases Discount 

Other Expense 

Interest Expense 


4,940 

3,000 

24,250 

Net Addition 


j 

1,940 

Total Net Profit before Provision lorFederal 
Income Tax 

Less Provision for Federal Income Tax 


26,190 

10,476 

Net Profit after Provision for Federal In- 
come Tax 


15,714 
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Balance sheet at the end of the preceding year: 


BORDEN MERCANTILE COMPANY 
Balaxce Sheet 
DECE ifBER 31, 1949 



Accounts Receivable 

Less Reserve for Bad Debts . 

. . 45,000 ! 
. . 2,200 

1 42,800 

Merchandise Inventory 

1 

1 

! 87,000 

Total Current Assets 

Fixed Assets: 

Equipment 

Less Reserve for Depr 

) 

t 

1 

. 50,000 

. 25,000 

i 

1 

25,000 

Buildings 

Less Reserve for Depr 

. 100,000 
. 25,000 

75,000 


Land 

Total Fixed Assets . 
Total Assets 


30,000 


Liabilities 
Current Liabilities: 

Accounts Payable 62,000 

Federal Income Tax Payable 10,476 


Total Current Liabilities. 


72,476 


Fixed Liabilities: 

Mortgage Payable 

Total Liabilities 

Proprietorship 

Common Stock 

Surplus 

Total Proprietorship 

Total Liabilities and Proprietorship. . . . 


50,000 


120,000 

40,324 


152,800 


130,000 

282,800 


122,476 


160,324 

282,800 

I 
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Summary oj estimated transactions for the budget year: 

(a) It IS estimated that sales will increase, but that this increase can be 
accomplished without any change m the value of the inventorj 

(b) Sales, all of which wnll be made on account, mil increase 40% in 
volume with a 6% reduction ir price 

(c) Purchases, all of which will be made on account, wnll increase 40% 
in volume with a 10% decrease m unit prices 

(d) Sales salaries must be increased 30% to take care of the increased 
sales 

(e) The amount to be spent for advertising wall be $4,800 

(f) To pronde for increased sales, a $40,000 addition to the building 
must be made New equipment costing $10,000 will be needed 
These improvements are expected to be completed by April 1, 1950 

(g) Federal income tax payable of $10,476 wall be paid 

(h) Depreciation of equipment, 10% jearly 

(i) The officers’ salanea will be raised $2,500 

(j) Office salanes are estimated to be $16,500 

(k) Depreciation of building, 5% yearly 

(l) Loss from bad debts, of sales 

(m) Miscellaneous General Expense estimated same as for 1949 

(n) Purchases discount, 2% of purchases (to the nearest dollar) 

(o) Interest on mortgage, 6% 

(p) In order to pay for the addition to the building and the new equip- 
ment, the company will issue 500 ten year, 5% bonds, $100 par, at 
the beginning of the year 

(q) Collections on account will have been made so that the balance of 
the accounts receivable account will be $48,000 

(r) Payments on account will have been made so that the balance of the 
accounts payable account v ill be $32,700 

(s) Provision for Federal income tax, 40% of net profit for 1950 (to the 
nearest dollar) The balance of the profit and lo^ summary account 
IS closed into Surplus 

Estimated accounts for the budget year 


Cash. P.'CCTiv 


Balance 

23,000 

(d) 

39,000 

Balance 45,000 

(q) 457,600 

(P) 

50,000 

(e) 

4,800 

(b) 460,600 


(q) 

457,600 

(f) 

50,000 





(g) 

10,476 





0) 

17,500 





0) 

16,500 













Reserve for Bad Debts 



(p) 

2.500 


Balance 2,200 



(t) 

334,296 


0) 2,303 
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Merchandise Inventory Accounts Payable 


Balance 

87,000 


(n) 

6,224 

Balance 

62,000 




(r) 

334,296 

(c) 

311,220 


Equipment 





Balance 

50,000 


Federal Income Tax Payable 

(f) 

10,000 


(g) 

10,476 

Balance 

10,476 






(s) 

21,100 

Reserve for Depr. of Equipment 







Balance 25,000 







(h) 5.750 


Mortgage Payable 







Balance 

50,000 


Buildings 





Balance 

100,000 



Bonds Payable 


(f) 

40,000 




(P) 

50,000 

Reserve 

FOR Depr. of Buildings 


Common Stock 




Balance 25,000 



Balance 

120,000 



(kj 6,500 









Surplus 



Land 



Balance 

40,324 

Balance 

30,000 




(s) 

31,651 



Profit and Loss Summary 




(c) 

Purchases 

311,220 

(b) Sales 

. . 460,600 

(d) 

Sales Salaries 

39,000 

(n) Purchases Discount. . 

6,224 

(e) 

Advertising 

4,800 



(h) 

Depr. of Equipment . . . 

5,750 



(i) 

Officers’ Salaries 

17,600 



(i) 

Office Salaries 

16,600 



(k) 

Depr. of Buildings 

6,500 



(1) 

Loss from Bad Debts . . . 

2,303 



(m) 

Misc. General Expense. 

5,000 



(0) 

Mortgage Interest 

3,000 



(P) 

Bond Interest 

2,500 



(b) 

Fed. Income Tax Pay. . . 

21,100 



(s) 

To Surplus 

31,651 





466,824 


466,824 


The accountant must use his best judgment in determining just 
what the budgeted plans actually mean. Literal interpretations have 
been given to the preceding statements of estimated transactions. The 
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purchases discounts are set up at 2% of Purchases rather than %% 
of the total debits to Accounts Paj^ble The amount of goods pur- 
chased IS taken as 40% above the purchases for 1949 rather than 40% 
above cost of sales for 1949 amounts used for depreciation 

include nine months depreciation on the new assets put into use on 
April 1 1950 

From the “T” accounts are prepared the estimated profit and loss 
statement and the estimated balance sheet for 1950 shown on pages 
559 and 560 These statements show the financial effect of the budgeted 
transactions They indicate the goal that will be reached if every 
member in the orgamzation measures up to the plans laid down in the 
budget 

ADVANTAGES OF The preparation of the budget, the presen- 
BUDGETARy CONTROL penodic compansons, and the 

use of these accounting data by executives and their assistants provide 
a more effective working organization If budgets are to be prepared 
intelligently, all those who are responsible for the preparation of 
budgets must think through their problems thoroughly Executives 
are given a chance to discuss with their assistants all the details of 
plans for the coming year Disagreements among members of the 
executive group are less likely to arise when budgeted plans have been 
agreed upon The comparative reports presented by the accounting 
department provide a satisfactory control over the operations 

IMPORTANCE OF Since organizations that do not earn profits 

ORGAWZATIONS NOT interested pnmanly in providing a par- 
EARNING PROFITS txcular Service to their members at cost, and 
since income must be provided to cover expenses or expenses must be 
limited to the income received budgets play a very necessary and 
important role in the financial management of such organizations 
In the case of a umversity or a college the activities for the year can 
not be planned definitely until the income to be received is known In 
other cases m which an organization is interested pnmanly in providing 
a certain service for its members the cost of providing this service 
must be estimated m order that the amount to be collected from the 
members for the service may hkewise be calculated A budget is the 
best means of matching estimated mcome against proposed expendi- 
tures 

In the case of political units, the Federal Government, state 
governments, and local governments, the budget is an important 
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Estimated profit and loss statement for the budget year: 


BORDEN MERCANTILE COMPANY 
Estimated Profit and Loss Statemen't 
For Year Ended December 31, 1950 



Sales 

Cost of Goods Sold: 

Merchandise Inv., Jan. 1, 1950. 
Purchases 


ii 

87,000 
j 311,220 

460,600 


Merchandise Available for Sale 

Less Merchandise Inventory, Dec. 31, 1950 

' 398,220 

1 87,000 

1 


Cost of Goods Sold 



311,220 


Gross Profit on Sales 

Operating: Expenses: 

Selling Expenses: 

Sales Salaries 

Advertising. , 

Depreciation of Equipment 

39,000 
4,800 
5,750 . 

! 

1 

149,380 

1 

Total Selling Expenses 

General Expenses: 

Officers’ Salaries 

Office Salaries 

Depreciation of Buildings 

Loss from Bad Debts . . 

Misc. General Expense 

1 

17.500 

16.500 
6,500 
2,303 
5,000 

49,550 



Total General Expenses 


47,803 



1 

Total Operating Expenses 



97,353 


Net Profit from Operations 

Other Income: 

Purchases Discount 

Other Expense: 

Mortgage Interest 

Bond Interest 

! 

3,000 I 
2,500 

6,224 

52,027 


Total Other Expense 

t 

5,500 



Net Addition. . 

.1 


724 


Total Net Profit before Pro\ision for Federal 


52,751 


Less Proxnsion for Federal Income Tax. 


21,100 


Net Profit after Proxision for Federal In- 

i 

31,651 



-J — 
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Esitmafed balance sheet at the end of the budget year: 


BORDEN MERCANTILE COMPANY 
EsTutATED Balance Sheet 
December 31. 1950 


Assets 

Current Assets 
Cash 

Accounts Recei^ able 

Less Reserve lor Bad Debts 


47,528 


48 000 
4,503 


43,497 


Merchandise In%entory 

Total Current Assets 
Fixed Assets 
Equipment 

Less Reser\ e for Depreciation 


60,000 

30,750 


87,000 


29,250 


178,025 


Buildings 140,000 

Less Resen e for Depreciation 31,500 


108,500 


Land 

Total Fixed Assets 
Total Assets 


Liabiuties 
Current Liabilities 
Accounts Payable 
Federal Income Tax Pa>able 


30,000 


167,750 

345,775 


32,700 

21,100 


Total Current Liabilities 
Fixed Liabilities 
Mortgage Payable 
Bonds Payable 


53 800 


50,000 

50,000 


Total Fixed Liabilities 
Total Liabilities 


100,000 


153,800 


Pbopbietorship 
Common Stock 
Surplus 

Total Proprietorship 


120,000 

71,975 


191.975 


Total Liabilities and Proprietorship 


345,775 
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feature of public administration. The chief administrative officer 
plans in advance the scope of the various activities under his adminis- 
tration and includes in this plan the costs. This constitutes the budget 
of his administration and is usually submitted for approval to the tax- 
levying body. The rates and kinds of taxes are an important factor 
in the preparation of every governmental budget. 

Since the nature and amount of governmental and personal income 
can be estimated more accurately than business income, the budget 
will be more comparable with actual transactions of the ensuing fiscal 
period. There is, therefore, a tendency to confuse budgeting with 
accounting in these cases. The recording of the actual transactions is 
the historical phase of accoimting and should be distinguished from 
the planned transactions of the future, which is the budget. Estimated 
tax revenue is a budgeted amount; the actual receipts from tax revenues 
are accountable transactions and therefore a part of the accounting 
records. 


QUESTIONS 

1. Frank Feldhouse says that he and the heads of the departments of his 
business spend considerable time in committee meetings, discussing the 
outlook for business, and that he cannot see any advantage for them in the 
preparation of a formal budget. Do you agree with Feldhouse? Why? 

2. Do you believe that the management of a business having a large 
number of widely scattered branches would find it advantageous to have 
budgets presented by each branch manager? Why? 

3. “It is not easy to co-ordinate sales possibilities with productive 
capacity. In fact, this co-ordination is one of the most difficult adminis- 
trative problems.” Do you think budgets would be of assistance in over- 
coming this difficulty? 

4. “Fifty-one out of 93 companies reported that the executive in charge 
of budgets is either the treasurer or controller.” This seems to differ 
from the procedure described in the chapter. Can you explain? 

5. What advantages does a small firm derive from a budget to compen- 
sate for the labor and the time involved in making the budget? 

6. “Budgets should be prepared in terms of units of responsibilitj',” 
What does this statement mean? 

7. The Purdue Company manufactures only on special order, whereas 
the Zenith Company manufactures for stock. Will the methods of pre- 
paring the budgets of these companies differ because of the difference in 
production policies? Explain. 
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8. The sales manager estimates a 50% increase m quantity sold with a 
20% decrease m price It the volume for the previous year was $142,860, 
what IS the amount of the first item in the estimated profit and loss 
statement’ 

9. Governmental organizations seem to stress budgeting rather than 
accounting It is customary to refer to the city budget or the state budget, 
but to the accounts of the Dawson Mercantile Company or the Helman 
Manufactunng Company Will the time come when budgeting and 
accounting will be stressed equally in the control of both governments and 
businesses’ 

10. From the following data, construct the estimated profit and loss 
statement for 1950 

1949 Budget fob 1950 

Sales $40,000 {20% increase in pnce, 10% 

decrease in volume) 

Cost of Goods Sold 30,000 (10% increase) 

$10,000 

$2,000 (H fixed, ^ vanes with vol- 

ume of sales) 

700 (5% increase) 

800 (in proportion to pnce in- 

crease) 

Total Selling Expenses $3 500 

General Expenses 
Office Salanes $2 000 

Loss from Bad Debts 200 

Rent 1,500 

Depreciation of Equipment 800 

Total General Expenses $4,500 

Total Operating Expenses 8,000 

Net Profit $ 2,000 


PROBLEMS 

1. Each January, Wyman, Incorporated prepares an estimated profit 
and loss statement for the coming >ear In January, 1950, the profit and 
loss statement below and the following information are available: 


(in proportion to x olume of 
sales) 

(same per cent of sales) 
(10% decrease) 

(same) 


Gross Profit 
Operating Expenses 
Selling Expenses 
Sales Salanes 

Traveling Expense 
Advertising 
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WYMAN, INCORPORATED 
PROriT AND Loss STATEMENT 
For the Year Ended December 31, 1949 


Sales (12,000 units @ $100) $1,200,000 

Cost of Goods Sold: 

Merchandise Inventory, January 1 (1,100 units (ol 

$65) $ 71,500 

Purchases (11,900 units @ $65) . . . . 773,500 

Merchandise Available for Sale ... . $845,000 

Less Merchandise Inventory, December 31 (1,000 
units @ $65) 65,000 

Cost of Goods Sold (12,000 units @ $65) . . . 780,000 


$ 420,000 


$60,000 

36.000 

20.000 
4,000 


Total Selling Expenses $120,000 

General Expenses: 

Officers' Salaries $30,000 

Office Salaries 18,000 

Office Supplies Used 9,000 

Depreciation of Office Equipment 2,000 

Loss from Bad Debts 6,000 

Rent 25,000 


Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Commissions ($5 per unit) 
Advertising ($3 per unit) 
Depreciation of Store Equipment 
Miscellaneous Selling Expense 


Total General Expenses 90,000 


Total Operating Expenses 


210,000 


Net Profit from Operations 

Other Income: 

Purchases Discount. . . . 

Other Expense: 

Sales Discount 

Interest Expense 


$ 210,000 

$ 7,735 

$12,000 

5,735 


Total Other Expense 


17,735 


Net Deduction 


10,000 


Total Net Profit before Provision for Federal Income Tax $ 200,000 

Less Pro^ision for Federal Income Tax 80,000 


Net Profit after Pro%ision for Federal Income Tax 


$ 120,000 
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Sales The selling pnce ^^hich has been $100 per unit is to be increased to 

$12o It IS anticipated that this price increase will result in a sales 

\ olunie decrease of 2 000 units 

Cost of Goods Sold The unit cost has been $6o but it has been advanced to 

$75 as of January 1 1950 Purchases will be made of as many units as 

are expected to be sold bo that the ending inventory nnll be 1 000 units 

Selling Expenses 

(a) Sales commissions mil be computed at $6 per unit. 

(b) The amount to be spent for advertising for the coming jear is to be 
$4 per unit 

(c) Depreciation of store equipment will be the same as for the precedmg 
year 

(d) Miscellaneous sellmg expenses will increase by $1 000 
General Expenses 

(a) Officers salanes wnll increase $15 000 

(b) Office salanes mil increase $2 000 

(c) Office supplies used will increase $2 750 

(d) Depreciation of office equipment will be the same as for the preceding 
year 

(e) Loss from bad debts is estimated at of 1 % of sales 

(f) Annual rental of building increases $5 000 per lease agreement. 

Other Income and Expenses Cash discounts are to be estimated at 1% of 

sales and purchases respectively Interest expense is estimated at $5 000 
Income Tax Assume that tbe Federal income tax rate is 40% 

Instrncltons Prepare an estimated profit and loss statement for the year 
ended December 31 1951 

2 The estimated profit and loss statement included m the 1950 annual 
budget of Richard Ryan Inc is given on page o65 The actual profit 
and loss statement for the month of January 1950 is given on page 566 

In order to compare the actual profit and loss statement figures for 
January 1950 with the budgeted figures for the same month it will be 
necessary to take into account the following vanations in the monthly 
breakdown of the annual budget figures 

(a) Sales for January were estimated at 10% of annual sales Expenses 
that were expected to vary proportionally with sales were sales 
commissions advertjsmg store supplies used loss from bad debts 
and mterest income 

(b) The beginnmg inventory m the January budget was estimated at 
$45 000 the ending inventory at $35 000 The cost of goods sold and 
the gross profit on sales were computed at the same percentage of 
sales as in the annual budget (Note Purchases vnll not be 10% 
of annual budget ) 

(c) Fixed expenses that were not expected to varj with sales were sales 
and office salanes rent depreciation of store and office equipment, 
office supplies used and miscellaneous general expense 
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RICHARD-RYAN, INC, 
Estimated Profit and Loss Stateivient 
For Year Ending December 31, 1950 


Sales .. $800,000 

Cost of Goods Sold: 

Merchandise Inventory, January 1, 1950 $ 50,000 

Purchases 580,000 


Merchandise Available for Sale 

Less Merchandise Inventory, December 31, 1950 
Cost of Goods Sold 


$630,000 

70,000 

560,000 


Gross Profit on Sales $240,000 

Operating Expenses: 

Selling Expenses: 

Sales Salaries $48,000 

Sales Commissions 20,000 

Advertising 16,000 

Depreciation of Store Equipment 6,000 

Store Supplies Used . . 5,500 


Total Selling Expenses $ 95,500 

General Expenses: 

Office Salaries $24,000 

Rent 18,000 

Depreciation of Office Equipment . 3,000 

Office Supplies Used. . . . 2,400 

Loss from Bad Debts. 8,000 

Misc. General E.xpense . • 3,600 


Total General Expenses . ■ . 59,000 


Total Operating Expenses. . . . $154,500 


Net Profit from Operations 
Other Income: 

Purchases Discount. . . . 
Interest Income . . 


. $ 85,500 

$10,500 

1,000 


Total Other Income 

Other Expense: 

Sales Discount 

Interest Expense 

Total Other E.xpense ... . 

Net Deduction 


11,500 


. . . $16,000 

6,000 


22,000 


10,500 


Net Profit 


$ 75,000 
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RICHAKD RYAN. INC. 



Profit and Loss StAtewem 

For the Momth Ended January 31, 1950 

Sales 


$72 000 

Cost of Goods Sold 

Merchandise Inventory, January 1, 1950 
Purchases 


$55,000 

40,400 

Merchandise Available for Sale 

Less Merchandise Inventory, January 31, 1950 


$9o.400 

45,000 

Cost of Goods Sold 


50 400 

Gross Profit on Sales 


$21,600 

Operating Expenses 

Selling Expenses 

Sales Salanes 

Sales Commissions 

Advertising 

Depreciation of Store Equipment 

Store Supplies Used 

$3,750 

1,800 

1.440 

500 

495 


Total Selling Expenses 


$ 7,985 

General Expenses 

Office Salanes 

Rent 

Depreciation of Office Equipment 

Office Supplies Used 

Loss from Bad Debts 

Miscellaneous General Expense 

$2,000 

1,800 

250 

200 

720 

300 


Total General Expenses 


5.270 

Total Operating Expenses 


13,255 

Net Profit from Operations 


$ 8,345 

Other Income 

Purchases Discount 

Interest Income 


$ 1,050 

90 

Total Other Income 


$ 1,140 

Other Expense 

Sales Discount 

Interest Expense 

$2,000 

300 


Total Other Expense 


2,300 

Net Deduction 


1 160 

Net Profit 


$ 7,185 
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(d) Because of the increased cash receipts expected during January, the 
items listed below were estimated as follows: 

Purchases Discount, 1/10 of annual figure. 

Sales Discount, 1/8 of annual figure. 

Interest Expense, 1 , 20 of annual figure. 

Instructions: Prepare a budget report, like the one on page 551, of the 
profit and loss statement for January, 1950. 

3. Budget statements for 1950 are to be prepared for Dodge, Incorporated, 
from the following data: 

DODGE, INCORPORATED 
Post-Closing Trial Bal.\nce 
DF.rKMBER 31, 1949 


Cash S 50,000 

Accounts Receivable. 30,000 

Reserve for Bad Debts ...... .? 2,000 

Finished Goods . . . . 60,000 

Goods in Process - 70,000 

Raw Materials. . . . 50,000 

Machinery and Equipment 165,000 

Reserve for Depr. of Machinery and Equipment. 60,000 

Factory Supplies. . . • 16,000 

Accounts Payable . . • . . 54,000 

Dividends Payable . ••• 18,000 

Federal Income Tax Payable ... .... 14,000 

Bonds Payable, 6% ■ ■ ■ 50,000 

Common Stock, 2,000 shares, $100 par 200,000 

Surplus 43,000 


$441,000 $441,000 


The sales manager estimated during 1950 the sale of 7,500 units of 
A at $60 and the sale of 6,000 units of B at $50. All sales are made on 
account. 

The general manager has made the following estimates: 


(1) Estimated ending inventories of December 31, 1950, 

(a) Raw materials, $42,000. 

(b) Goods in process, $65,000. 

(c) Finished goods, $50,000, 

(2) Purchases to be made on account: 

(a) Raw materials 

(b) Factory supplies . . . • 


are: 


$113,200 

30,000 


Total 


$143,200 


(3) Cash receipts: 

(a) Sale of 1,000 shares of common stock at par 

(b) Collection of accounts receivable 


$ 100,000 

735.000 


$835,000 


Total 
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(4) Cash expenditures 

(a) New machinery and equipment (January 2, 1950) ?100,000 


(b) Labor 175,500 

(c) Manufacturing expense 60,000 

(d) Operating expense 251,000 

(e) Accounts payable 148,200 

(f) Federal income tax payable for 1949 14,000 

(g) Dmdends payable at December 31, 1949 18,000 

(h) Annual interest on bonds, 6% 3,000 


Total $769,700 


(6) Manufacturing expense will mclude 

(a) Depreciation of machinery and equipment, 10% 

(b) Factory supplies used, $23,800 
(6) Other data 

(a) Accounts receixable of $3,500 will be charged off against the 
reser\e for bad debts Loss from bad debts for 1950 is estiirated 
at $4,000 (charge Profit and Loss Summary ^ith $4,000) 

(b) Federal income tax liability on 1950 income, 40% of estimated 
net income 

(c) Declaration of a 6% dividend at end of 1950 

/nsfrwcfions (1) Set up ‘ T” accounts and record the balances shown on 
the post-closing trial balance of December 31, 1949 Include accounts for 
Manufacturing Summary and Profit and Loss Summary 

(2) Becord directly m the accounts the estimated transactions for 1950 
Record the income and expense transactions directly in the manufacturing 
and profit and loss summary accounts, with explanations, and close these two 
accounts 

(S) Prepare a schedule of cost of goods manufactured and an estimated 
profit and loss statement for the year ending December 31, 1950, and an 
estimated balance sheet as of December 81, 1950. 



CHAPTER XXXI 


ANALYSIS AND INTERPRETATION OF 
FINANCIAL STATEMENTS 


NECESSITY FOR 
ANALYSIS AND 
INTERPRETATION 


After the balance sheet and the profit and loss 
statement have been prepared to show the 
condition of the business and its progi-ess 
during the past fiscal period, the significance of the information these 
statements contain must be interpreted for those who use them. The 
accountant who prepai-es the statements should be best fitted to 
explain them; so it is becoming more and more the practice of accoun- 
tants to analyze and interpret the information that the statements 
contain. Some of the methods used by accountants to do this will be 
explained in this chapter. 

The accoimting statements of corporations are of interest to many 
gi’oups, chief among these being management and stockholders. 
Management is the smaller group with an internal point of %iew; stock- 
holders are the larger gi'oup with an e.xtemal point of %iew. Manage- 
ment needs continuous information of ciuTent transactions in order to 
know from month to month the effects of operations. This understand- 
ing of financial condition and operating results is particulaiiy helpful 
in planning for the new’ fiscal period. The accountant can give great 
assistance w^hen the budget of the business is prepared by explaining 
items foimd in the accounting statements. 

Stockholders, often numbering many thousands of indi\iduals and 
institutional investor, ai'e more concerned with the broader aspects of 
the business. Their interpretation is therefore related to the questions 
of the long-term ti’end of profits and the comparative position of the 
business in its industry. They want to know' w'hether to sell their stock- 
holdings or to buy more, "i^fith the stockliolders may be classed the 
professional analysts and investment counselor who make an intensive 
study of all companies whose stocks may be bought or sold. 

COMPARISON OF ITEMS A simple balance sheet of a merchandising 
?AI coi-poration, used to illusti-ate the compari- 

sons that may be made between items on the 
same balance sheet, is shown below*. To make the comparisons less 
complicated and more easily followed, amoimts have been expressed 
in even thousands of dollam. 
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MILLER MERCANTILE COMPANY 
Balance Sheet 
December 31 19o0 


Assets 


Current Assets 

Cash 

Accounts Recen 

Mdse Inventorj 

1 20 000 
100 000 

I 300 000 


Total Current Assets 

1 

4 OOOO: 

Fixed Assets 



Plant (net) 


1 0 000 

Goodwill 

Deferred Charges 


40 000 j 
_0 000 1 

Total Assets 

- 

GOO 000 


Liabilities and Propbietorsiiif 


Current Liabilities 

Notes Payable 
Accounts Payable 

100 000 
80 000 


Total Current Liab 


180 000 

Fixed Liabilities 

Bonds Pa^ able 


60 000 

Total Liabilities 
Proprietorship 
o%Pref Stock 
Common Stock 

100 000 
>00 000 

240 000 

Total Capita) Stock 
Surplus 

300 000 
60 000 


Total proprietorship 


360 000 

Total Liab and Prop 


600 000 


The compansons that may be made \\ ith reference to this balance 
sheet are as follows 

(1) Ratio of Current Assets to Current Ltabihliw Since the funds 
to be used m paying the current liabilities must be obtained from the 
liquidation of the current assets this ratio is exceedingly important to 
management and to short terra creditors Because assets often shrink 
in value and liabilities never do it is desirable that the current assets 
ahvajs be materially larger than the current liabilities Banks for a 
long time ha\ e insisted on a rule of thumb ratio of 2 to 1 , that is, that 
the current assets shall be twice as as the current liabilities This 
IS not a safe rule to follow arbitrarily, since the ratio that should exist 
between the current assets and the current liabilities ivill vary according 
to the nature of the business, the market, and other financial con 
ditions As shown by the balance sheet above, the current assets of the 
Miller Mercantile Company amount to 5420,000 and the current 
liabilities to $180,000 The ratio is, then, slightly more than 2 to 1 

The excess of current assets over current liabilities is referred to as 
uorkmg capital and represents the nargin of protection to short-time 
creditors The working capital should be, at the least, sufficient to 
absorb any shnnkage that mi^t occur in the value of the current 
assets and to provide funds for the cuirent operating expenses The 


Ch. 311 


ANALYSIS OF FINANCIAL STATEMENTS 


571 


working capital of the Miller Mercantile Company is $240,000; it is 
found by subtracting the total of the cuiTent liabilities from the total 
of the current assets. 

The current ratio is a measure of a concern’s working capital and 
an index of its ability to meet maturing debts. The gi’eater the current 
ratio, the greater is the relative amount of working capital and the 
greater is the assui-ance that the conceim vill have sufficient funds to 
meet its cuirent debts as they mature and the costs of caiTying on its 
cui’rent business operations. 

In certain types of businesses, however, concerns may continue to 
operate even when current liabilities exceed cuirent assets. Such a 
condition is frequently found in public utility coi-porations without 
indicating any financial difficulty. In businesses that furnish services, 
that need no inventory of merchandise, and that have a minimum of 
receivables, a relatively large supply of cash would be unnecessary. 
Particular consideration must be given to the nature of the business 
and the characteristics of its nonnal financial operations to determine 
the adequacy of its current ratio. 

(2) Acid-Test Ratio. This ratio indicates the ability of a business 
to satisfy immediately the cuirent debts and is also of primary im- 
portance to management and to short-term creditors. In the determin- 
ation of this ratio, consideration is given to only those assets that could 
readily be turned into cash if the need should arise. A ratio of 1 to 1, 
or 100 per cent, is usually deemed favorable. The usual formula is as 
follows: 

Cash + Receivables + Marketable Securities 
Current Liabilities 

The acid-test ratio of the Miller hlercantile Company is to 1. 
This ratio appears to be unfavorable. Whether it represents a danger- 
ous situation depends upon whethei' the notes payable must be paid 
in the near future or whether they can be renewed or refunded. The 
natui-e of the notes payable should be deternuned before a definite 
conclusion is made from the acid-test ratio. Again, in the use of this 
ratio, consideration must be given to the requii'ements and the opera- 
tions of the particular business. 

(3) Ratio of Notes Paijable to Accounts Payable. On the balance 
sheet on page 570 the notes payable are larger than the accounts 
payable. To determine whether this indicates a desirable condition, 
it vill be necessary to anab^ze the notes payable according to whether 
the}’’ were issued to (a) merchandise creditor, (b) note brokers or 
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banks or (c) others If they %ere issued to merchandise creditors at 
the time merchandise was purchased or if thej were sold to note 
brokers or issued to banks m order to obtain funds with which to 
discount accounts payable there is no objection to the excess of the 
notes pajable over the accounts payable If they were issued to mer 
chandise creditors in payment of overdue accounts or were issued to 
officers or outsiders m order to obtam funds because the bank credit of 
the company is limited an unfavorable financial condition is indicated 

The balance sheet may also indicate whether notes payable are 
secured or unsecured If it has been necessary to secure notes by some 
collateral or mortgage the effect of their existence may be to limit the 
additional borrowing capacity of the business and may result m the 
creation of a strained financial condition 

(4) Ratio of Fixed Assets to Fixed Ltabtliiies This ratio measures 

the asset protection of the present mortgageholders or bondholders 
and IS an indication to a prospective long term creditor whether any 
additional loans on the fixed assets of the borrow’er may be safely 
granted Usually the minimum allowable ratio is 2 to 1 that is the 
value of the fixed assets should be at least twice the amount of the 
mortgage or bond debt The fixed assets of the Mercantile 

Company amount to $120 000 and the bonds pay’able amount to 
$60 000 The ratio is therefore 2 to 1 

A concern that has a low current ratio may obtam additional 
working capital by creating a long term debt and using the funds to 
pay current habihties Such a long term debt may be represented 
either by a mortgage or an unsecured debenture The Miller Mercantile 
Company vail not be able to obtam funds m this manner however 
because its bonded indebtedness is already one half of its fixed assets 
It wall have to rely on stockholders for additional contnbutions 

(5) Ratio of Owned Capital to Borrovoed Capital The total capital 
employed in the conduct of the Miller Mercantile Company amounts 
to $600 000 Of this amount $360 000 or 60% has been provided by 
the stockholders of the company and $240 000 has been provided by 
the creditors The ratio of the owned capital to the borrowed capital 
IS 1 5 to 1 This ratio m itself mdicates a satisfactory condition but 
it should be compared with the same ratio at the end of preceding y ears 
to see whether the stockhoIdCTS are mcreasmg or decreasmg their 
interest m the business It is a wise and conservative policy for a 
corporation to use its accumulated profits as a basis for expansion 
and for the stockholders of the corporation thus to increase their 
equity in the business gradually 



Ch. 31] 


ANALYSIS OF RNANCIAL STATEMENTS 


573 


^ ^ ^0^6 complete interpretation 

RESPONDING ITEMS AND xv,^ "U x ^ xu A/r*n j_«i 

I^^YlQg ON DIFFERENT tuG D3.1snCG SilGGt 01 tilG IVxillGr ]\^GrC2.ntllG 

BALANCE SHEETS Company may be made, the balance sheet of 

the same company as of December 31, 1949, will be used. Both of these 

statements are shovm in comparative form below: 


MILLER MERCANTILE COMPANY 
Comparative Balance Sheet 
December 31, 1950, and December 31, 1949 


Assets 

Dec.31, 

1950 

Dec.31, 

1949 

I 

Liab. and Prop. 

Dec.31, 

1950 

Dec.31, 

1949 

Cash 

Accounts Receivable 

Mdse. Inventory 

Plant (net) 

Good will 

Deferred Charges 

20,000 

100,000 

300.000 

120.000 

40.000 

20.000 

30.000 

80.000 

150.000 

100.000 

40.000 

25.000 

Notes Payable 

Accounts Payable 

Bonds Payable 

Preferred Stock 

Common Stock 

Surplus . . 

100,000 

80,000 

60,000 

100,000 

200,000 

60,000 

20,000 

60,000 

100,000 

200,000 

45,000 

Total Assets 

600,000 

425,000 

Total Liab. and Prop. 

600,000 

425,000 


Comparative Balance Sheet 


Comparisons may be made of all items on a comparative balance 
sheet, and some benefit may usually be derived from these comparisons. 
There are, however, certain comparisons that are of special significance. 
With reference to the comparative balance sheet shown above, the 
more significant comparisons are as follows: 

(1) The merchandise inventory of December 31, 1950, is twice as 
large as the inventory of December 31, 1949. Any one of several 
reasons may account for this increase: 

(a) There may have been a large increase in the volume of business that 
necessitated an increase in the inventory. The comparative profit 
and loss statement of the company will have to be consulted to ascer- 
tain if the volume of business actually increased. 

(b) A large amount of merchandise may have been purchased because of 
an anticipated increase in price or because of an esdmated increase in 
business within the immediate future, Inv estigation will shov. 
whether much merchandise was purchased for either of these reasons. 

(c) A large amount of unsalable goods may have been accumulated 
during the past year; or a large amount of merchandise may have been 
purchased because increased sales were anticipated during the >ear, 
but this merchandise is now on hand because the sales failed to ma- 

A ciiicuicitioTi of tliG mGrchsndisG turnovGr ss showTi the 
comparative profit and loss statement will make it possible to deter- 
mine whether either of these conditions exists. 

(2) The balance sheet of December 31, 1950, shows an increase in 
the asset Plant over the amount of this asset on the balance sheet of 
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December 31, 1949 An increase m the value of fixed assets may 
arise from any one of the following sources. 

Ca) Additional assets may have been purchased If the actual or antici- 
pated increase in business warranted such additions, they were prop- 
erly made 

(b) The cost of repairs on the assets may have been charged to the asset 
accounts instead of to expense accounts Charging the cost of repairs 
to the asset accounts is, of course, highly improper, since it overstates 
the assets and understates the expenses for the year 

(c) The assets may have been appraised, and, on the basis of this revalua- 
tion, their values may have been increased It is contrary to conserva 
tive accounting and management to enter the appreciation of fixed 
assets in the accounts or to show it on the financial reports. Since 
fixed assets are not to be sold, but are to be used in the conduct of the 
business, an increase in their market values does not increase their 
efficiency, and their value to the business is therefore not increased 

A careful inspection should be made to ascertain the cause for the 
increases in fixed assets shown on the comparative balance sheet of the 
Miller Mercantile Company An analysis of the surplus account of the 
company and of the expense accounts for the year will assist in the 
determination of the cause for these increases 

(3) By turning to the liabilities and proprietorship side of the 
comparative balance sheet, it will be observed that the notes payable 
have greatly increased during the year 1950 The amount outstanding 
on December 31, 1950, is five times the amount outstanding at the 
end of the previous year The accounts payable also have increased, 
but not in proportion to the increase in the notes payable. An analysis 
of the note payable item is desirable in order to determine to whom the 
notes have been issued If the notes have been issued to banks in 
order to obtain funds with which to discount merchandise invoices, 
good financial management is indicated An inspection of the com- 
parative profit and loss statement to see whether the purchases dis- 
counts for the latest year are larger than those for the previous year 
will indicate whether notes were issued for that reason. This, however, 
will not be conclusive evidence, and an analysis of the notes payable 
account should be made 

(4) A new bond issue of $60,000 has been sold during the year. 
This IS more than the increase in fixed assets during the year; hence, 
even if the increase m fixed assets is found to be proper, some addi- 
tional funds for use as working capital have been obtained by means 
of the bond issue. If this method of obtaining funds improves the 
current ratio, it may be considered as good financing. The more 
conservative method would have the additional working capital 
supplied by the stockholders. 
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(5) A comparison of considerable significance is that of the current 
ratios for the two years. For the year 1950 this ratio was to 1. 
whereas for the year 1949 it was 3^ to 1. There has therefore been a 
considerable decrease in this ratio. Although the ratio for 1950 does 
not in itself appear unfavorable, the tendency indicated by the decrease 
in this ratio during the year may be decidedly undesirable. It seems 
necessary to ascei-tain whether the plans for the coming j^ear will 
maintain the present ratio or whether a continued decrease is probable. 

(6) The common stock of the company has remained stationary 
during the year, but the sui-plus has increased $15,000. The increase 
in the surplus looks favorable; but before a final decision on this point 
can be made, it will be necessary to ascertain: 

(a) The origin of the increase in the surplus. It is important to know 
whether this increase has originated from the earnings of the year, 
whether it is the result of the writing up of fixed assets, or whether 
it has been obtained from other sources. 

(b) The total earnings for the year. These earnings should be determined 
to see what part of them has been retained as surplus. It will be 
desirable to ascertain also whether the regular dividends have been 
paid. 


COMPARISON OF ITEMS The profit and loss statement of the Miller 

Mercantile Company for the year ended on 
December 31, 1950, is shown in the illustra- 
tion on page 576. The most important comparisons that may be drawm 
in connection tvith a single income statement are illustrated by the 
percentages entered on this report. Each percentage represents the 
ratio of the particular item on the statement to net sales. These ratios 
are of a very gi'eat importance when taken in connection \rith the 
same ratios of prevdous yearn, but are of little significance when taken 
by themselves. This is due to the fact that, unless there is some 
standard by which to judge these ratios, there is no means of knowing 
whether they are too large or too small. 

The percentage ratios on the profit and loss statement also indicate 
the distribution of the sales dollar over the cost of merchandise, the 
operating expenses, and the net profit. These ratios show' that each 
dollar of the sales income of the Miller IMercantile Company is dis- 
tributed as follow's: 


Cost of Goods Sold 5 

Operating Expenses 15 

Net Profit from Operations 10 


Total . 


n 00 
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JIILLER MERCANTILE COMPANY 
Phofit and Loss Statement 


For the Year Ended December 31, 1950 


Income from Sales 

Sales 

Less Sales Returns and Allowances 


610,000 

10,000 


Net Sales 


600.000 

100 0% 

Cost of Goods Sold 

Mdse Inventory, January 1, 19o0 
Purchases 

150.000 

600.000 



Merchandise Available lor Sale 

Less Mdse Inventory, Dec 31 1950 

750.000 

300.000 



Cost of Goods Sold 


450,000 

75 0% 

Gross Profit on Sales j 


150.000 

25 0% 

Operating Expenses 

Selling Expenses 

General Expenses 

60,000 

30,000 



Total Operating Expenses 


90,000 

16 0% 

Net Profit from Operations 


60,000 

10 0% 

Other Income 

Purchases Discount 

9,000 



Other Expense 

Bond Interest 3,000 

Interest on Notes 6,000 

9,000 



Net Profit before Provision for Federal 
Income Tax 

Less Provision for Income Tax 


60,000 

24,000 

10 0% 

4 0% 

Net Profit after Pronsion for Federal 
Income Tax 


36,000 

6 0% 

To Payment of 

5% Preferred Dmdends 

8% Common Dividends 

5,000 

16,000 

21,000 

3 5% 

Added to Surplus 


15,000 

2 5% 


Profit and Loss Statement Shoving Significant Ratios to Net Sales 
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These fi^es mean that in each dollar of income that the company 
receives during the year, 75 cents represents the cost of merchandise; 
15 cents represents the operating expense; and 10 cents represents the 
net profit from operations. 

ON^TWO*^^fyJoRE^^^^ importance, however, in the analysis 

PROFIT AND LOSS 0^ corporation profit and loss statements is a 

STATEMENTS Comparison of the con-esponding items on a 

series of profit and loss statements. Such a series of statements covering 
a period of years will provide a normal standard of profit margin and 
of expense ratios. It will also indicate the trend of the size and the 
progi-ess of the business in measming the efficiency and the resourceful- 
ness of the management. 

Comparative profit and loss statements for the Miller Mercantile 
Company for the years 1949 and 1950 are shovm on page 578. 

A number of intei'esting comparisons can be made from this com- 
parative statement. The most significant are : 

(1) Net sales have increased one third. This increase in itself looks 
very favorable, but the results of the sales must be considered before 
a final conclusion is draivn. 

(2) For the year 1949 the sales retm-ns and allowances represent 
.4 per cent of the gi'oss sales. For the year 1950 they repi-esent 1.67 
per cent of the gross sales. This increase probably indicates one or the 
other of two things: 

(a) That poorer service is being given to the customers since more goods 
are being returned and more allowances are being claimed; or 

(b) That new territories are being entered and, in the process of establish- 
ing new relations, more liberal privileges are being accorded to 
customers. 

An analysis should be made of these returns and allowances to 
ascertain the i-eason for this increase. 

(3) In 1949 the gi-oss profit on sales was 30 per cent of net sales, 
whereas in 1950 it decreased to 25 per cent of net sales. This decrease 
indicates that the cost of goods sold has increased more than have 
sales. Examination should be made to ascertain if the plans for the 
coming year contemplate making provnsions for this increase in the 
cost of goods sold. 

(4) The merchandise turnover for the year 1949 was 2H, whereas 
that for the year 1950 decreased to 2. Since there is a decrease in the 
rate of turnover, careful attention should be given to this matter. 

Turnover is found by diriding the cost of goods sold by the average 
inventoiy. It represents the number of times the average inventory 
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MILLER MERCANTILE COMPANY 
Profit and Loss Statements 

Fop Years Enoeo December 31 19aQ avp D^cesiber 31 1949 



December 31 19o0 1 

December 31 1949 

Income from Sales 

Sales 

Less Sales Returns and Allow 

610 QOQ 
10 000 

101 6 % 

1 6"% 

4a2 OOQ 

2 000 

100 4 % 

4 % 

Net Sales 

600 000 

100 0 % 

4a0 000 

100 0 % 

Cost of Goods Sold 1 

Merchandise In%entori Jan 1 j 
Purchases 

loO 000 
600 000 


100 000 
365 000 


Merchandise Aiailable for Sale 
Less Mdse Inientory Dec 31 

50 000 
300 000 


46o 000 
150 000 


Cost of Goods Sold 

4o0 000 

% 

315 000 

70 0 % 

Gross Profit on Sales 

150 000 

2a 0 

13a 000 

30 0 % 

Operating Expenses 

Se’Iing Expenses 

General Expenses | 

60 000 
30 000 

10 0 % 

5 0 

40 500 
22 500 

9 0 % 

5 0 % 

Total Operating Expenses 

[ 90 000 1 

15 0 % 

63 000 

14 0 % 

Net Profit from Operations 

60 000 

10 0 % 

72 000 

16 0 % 

Other Income 

Purchases Discount 

9 000 


6 000 


Other Expense 

Bond Interest Expense 

Interest Expense 

3 000 
' 6 000 


3 000 


Total Other Expense j 

9 000 


3 000 


Net Profit before Income Tax 

Less Pronsion for Income Tax 

60 000 
24 000 

10 0 

4 0 

5 000 
30 000 

16 67^0 

6 67% 

Net Profit after Income Tax 

36 000 

6 0 % 

45 000 

10 0 % 

To Payment of 

5% Preferred Dmdends 

8% Common Diudends 

a 000 
16 000 


5 000 
16 000 



21 000 

3 5 % 

21 000 1 

4 67% 

Added to Surplus 

la 000 

2 0*^ 

24 000 

1 5 33% 


Profit and Loss Statementfor Two Lears Showing 
Significant Ratios to Net Sales 
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(beginning inventory + ending inventory -f- 2) was exchanged for 
cash or other assets. It is impoilant, since the greater the merchandise 
turnover, the greater the profit that can be made from a given invest- 
ment in merchandise. 

(5) The selling expenses were 9 per cent of net sales for the year 
1949 and 10 per cent for 1950. This increase shows that, though the 
sales are increasing, they are costing more. These increased expenses 
may have been incurred to obtain additional business and to build up 
goodwill for the company. The tendency for such expenses to increase 
faster than sales is, however, a dangerous one, and care should be 
taken that it does not continue too long. 

(6) The net profit from operations for the year 1950 was smaller 
than that for 1949. This is the most discouraging information shovm 
by the comparative starement. Since the net sales have increased 
331^ per cent, it is unsatisfactory to find that the net profit has de- 
creased. It may be found upon examination that some of the e,xpenses 
incm-red during 1950 are expected to result in increased business 
during the next year. Under such circumstances there would be some 
excuse for the unprofitable shoiving for the past year. A careful 
examination should be made to ascertain if this is the situation. 


RELATION OF COMPAR- 
ATIVE BALANCE SHEET 
AND PROFIT AND 
LOSS STATEMENT 


MTien the comparative balance sheet on 
page 573 is studied in connection with the 
comparative profit and loss statement on 


page 578, a number of significant facts are indicated: 


(1) The comparative balance sheet shows a large increase in the 
merchandise inventory, and the comparative profit and loss statement 
indicates that this increase is much larger proportionately than the 
increase in sales, '\^^lereas the sales have increased 33^^ per cent, the 
merchandise inventory has increased 100 per cent. The comparative 
profit and loss statement also shows that the merchandise turnover 
has decreased gi'eatly. These comparisons may indicate that unsalable 
merchandise is being accumulated and that there has con.sequently 
been a large increase in the merchandise inventoiy. 

(2) The amount shown on the profit and loss statement for 1950 as 
added to smplus agrees with the increase in siu'plus as shown on the 
comparative balance sheets. This indicates that the balance sheet 
increase in surplus is real. The amount added in 1950 is, however, 
much less than in 1949. Unless the e.vpansion of business justifies this 
decline as a temporary item, it is not favorable. 
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(3) The comparative profit and loss statement shows that the 
8 per cent dividends on common stock have been continued even 
though there was a decline m net profit and even though the balance 
sheets give evidence of increased borrowing It might have been 
better to reduce the dividend rate on common stock in the year 1950. 

COMPARISONS WITH A comparison of items and ratios shown in 
COMPETING CONCERNS financial statements of the Miller Mer- 
cantile Company ivith similar data taken from the financial state 
ments of competitive concerns is of particular interest both to the 
management and to the stockholders To both groups such results 
are indicative of the company’s position in its industry To the 
management, it shows the degree of success or failure in meeting the 
problems of the industry To the investor, it reveals whether his choice 
of a stock has been wise The investor may choose to sell this stock 
and buy that of a more promising competitor 
In comparing the financial statements of two or more corporations, 
care must be taken to make the comparison on the same accounting 
basis Unless uniform procedures have been maintained m the account- 
ing records, misleading conclusions may result 

OUESTIONS 

1. The King Cham Stores System made a profit of $150,000 in a certain 
year What other information is necessary before one can judge the 
sufficiency of this profit’ 

2 One writer lists the five ailments of business as (1) insufficient 
profits, (2) too large inventory, (3) too large receivable, (4) over in\est 
ment m fixed assets, (6) insufficient capitalization What ratios will 
assist m diagnosing each of these ailments’ 

3 The sales of the King Chain Stores System increased in five years 
from $3,000,000 to $5,000,000 Does this increase prove the soundness 
of the policies m force’ 

4 The ratio of current assets to current liabilities m the King Cham 
Stores System was as follows for each of the five years mentioned above 
3 to 1, 2 5 to 1, 2 to 1, 1 5 to 1, 1 2 to 1 Is a favorable trend indicated’ 

5 The Cook Department Store wishes to borrow $150,000 from its 
bank in order to pay accounts payable (a) What effect will this trans 
action have on the ratio of current assets to current liabilities’ (b) on the 
acid-test ratio’ 

6 The ratio of current assets to current liabilities in the Cook Depart- 
ment Store is 2 3 to 1 The acid test ratio is 1 to 1 If the inventories 
amount to $390,000, what is the amount of the current liabilities’ 
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7 . The sales of the Simons Stores System increased from $3,000,000 to 
$4,200,000. The average inventorjr, calculated at selling prices, increased 
from $600,000 to $700,000. Do these facts indicate sound management? 

8. On successive balance sheets of Acme Motor Parts, Inc., accoimts 
receivable are reported at $40,000 and $60,000. The coiresponding profit 
and loss statements show sales of $360,000 and $600,000 respectively, 
(a) Are these facts related? (b) What e.xecutive is responsible for the 
condition shown? 

9. The profit and loss statement of X shows purchases discounts of 
$4,256 and interest expense of $1,520. The profit and loss statement of Y, 
who is engaged in the same kind of business, shows purchases discounts 
of $152. The sales of both are appro.ximately equal. Interpret this situ- 
ation. 

10. The balance sheet of the Dunn Manufacturing Company is as follows: 


DUNN MANUFACTURING COMPANY 
Balance Sheet 

December 31, 19 -- 


Cash 

30,000 

Notes Payable 

1 

20,000 

Accounts Receivable .... 

30,000 

Accounts Payable 

40,000 

Merchandise Inventory . 

80,000 

Mortgage Pavable 

20,000 

Fixed Assets 

180,000 

Common Stock 

200,000 



Surplus 

40,000 


320,000 


320,000 


The profit and loss statement shows: net sales, $450,000; net profit 
after provision for income tax, $18,000; and dividends, 6%. 

Calculate seven significant ratios and comment on the company as 
an investment. 


PROBLEMS 


1. The Cooper Corporation reported the following comparative balance 
sheets for December 31, 1949, and December 31, 1950: 


.Assets 

1950 

1949 

Liabilities & Prop. 1950 

1949 

Cash 

Notes & Acets. Rec. . 

Mdse. Inventorj’ 

Fixed Assets 

$ 12,000 
18,000 

50.000 

70.000 

$ 1,000 

17.000 

48.000 

34.000 

Notes & Acets. Pay.. $ 20,000 
Mortgage Note Pay. 30,000 

Common Stock 75,000 

Surplus 25,000 

$ 22,000 
28,000 

40.000 

10.000 


Total Assets $130,000 $100,000 Total Liab. & Prop. . $150,000 $100,000 



582 


ACCOUNTING PRINCIPLES 


ICh 31 


Data from the profit and loss statement of December 31, 1950, include 
Sales $220,500 Depreciation $ 4,000 

Gross profit 73 500 Accounts written off 

Sales discount 100 directly as bad debts 150 

Inetructions (1) Compute the current ratio for 1949 and for 1950 

(2) Compute the mventorj turnover for 1950 

(3) Compute the ratio of owned capital to borrowed capital for both 
years 

(4) How much cash was collected from customers on accounts and notes 
dunng 1950’ (Take into account sales sales discount, and bad debts iirntten 
off) 

(5) How much cash was paid out for fixed assets’ (No increases m liabili 
ties were involved no fixed assets were disposed of ) 


2 The following data were taken from the records of the Olympic Corpo- 
ration 

Balasce Sheets December 31 


Assets 

1950 

1949 

1948 

Cash 

$ 60,000 

$ 50,000 

$ 30,000 

Notes and Accounts Receivable (Less Reserve) 

140,000 

100,000 

60,000 

Inventories 

50.000 

60,000 

40,000 

Plant (Less Reserve) 

180,000 

100,000 

100,000 

Total Assets 

$430,000 

$300,000 

$220,000 

Liabilities and Proprietorship 




Notes and Accounts Pajable 

$100,000 

$100,000 

$ 80,000 

Mortgage Payable 

100,000 

75,000 

80,000 

Common Stock 

160,000 

100,000 

50,000 

Surplus 

80,000 

25,000 

10,000 

Total Liabilities and Proprietorship 

$430,000 

$300,000 

$220,000 


For the Years 



Ended December : 

31 

Income Data 

Sales 

Cost of Sales 

Operating Expenses 

1950 

$750,000 

500.000 

150.000 

1949 

$480,000 

360,000 

72,000 



Instruetions (1) Compute the following ratios for each year. 

(a) Current ratio 

(b) Acid test ratio 

(c) Fixed assets to fixed liabilities 

(d) Owned capital to borrowed capital 

(e) Merchandise turnover (2 >ears only) 

(2) Express profit and loss data as a percentage of sales for each year 

(3) Analyze the trends shown m (1) and (2) 

(4) Comment on proportionate increases m sales, receivables, and m- 
ventones 
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3. V. Bogert is contemplating the purchase, at $95 a share, of 1,000 shares 
of stock of a new issue to be made by Excelsior, Inc. He asks you to 
investigate the financial condition of this corporation. The following are 
the comparative statements for the years ended December 31, 1950, 1949, 
and 194^ 


EXCELSIOR, INC. 
C0MP.4RATIVE Balance Sheet 
December 31, 1950, 1949, and 1948 


Assets 

1950 

1949 

1948 

Current Assets: 

Cash 

8 50,000 

$ 30,000 

$ 15,000 

Accounts Receivable 

60,000 

50,000 

45,000 

Inventories 

90,000 

70,000 

40,000 

Total Current Assets 

$200,000 

$150,000 

$100,000 

Fixed Assets: 

Equipment (net value) . . 

.$275,000 

$225,000 

$250,000 

Buildings (net value) 

50,000 

55,000 

50,000 

Land 

20,000 

20,000 

25,000 

Total Fixed Assets 

$345,000 

$300,000 

$325,000 

Deferred Charges. 

5,000 

10,000 

15,000 

Total Assets 

$550,000 

$460,000 

$440,000 

Liabilities 

Current Liabilities; 

Notes Payable 

$ 37,500 

$ 40,000 

$ 25,000 

Accounts Payable 

67,500 

50,000 

40,000 

Accrued Items ... ... 

20,000 

10,000 

10,000 

Total Current Liabilities 

$125,000 

$100,000 

$ 75,000 

Fixed Liabilities: 

Bond Payable. 

$125,000 

$150,000 

$200,000 

Proprietorship 

Common Stock. . . . 

.$210,000 

$150,000 

$125,000 

Appropriated Surplus 

30,000 

25,000 

15,000 

Unappropriated Surplus 

60,000 

oo,u00 

25,000 

Total Proprietorship. . 

$300,000 

$210,000 

$165,000 

Total Liabilities and Proprietorship 

$550,000 

$460,000 

$440,000 
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EXCELSIOR, INC 


Comparative Profit and Loss Statements 

For Years Ended December 31, 1950 and 1949 


1950 

1949 

Sales 

Cost of Sales 

$375,000 

250,000 

$300,000 

180,000 

Gross Profit on Sales 

Operating Expenses 

$125,000 

65.000 

$120,000 

75,000 

Net Profit from Operations 

Income Tax 

$ 60,000 
23,700 

$ 45,000 
16,000 

Net Profit alter Income Tax 

Appropriations for Surplus Reserves 

$ 36,300 
5,000 

$ 29,000 
10,000 

Balance of Net Profit 

Dividends 

$ 31,300 
6,300 

$ 19,000 
9.000 

Net Addition to Unappropriated Surplus 

$ 25,000 

$ 10,000 


Inatrueiions (1) Compute the following ratios for each year; 

(a) Current ratio 

(b) Acjd'test ratio 

(c) Ratio of fixed assets to fixed liabilities 

(d) Ratio of owned capital to borrowed capital 

(e) Ratio of owned capital to fixed assets 

(f) Merchandise turnover (2 years only) 

(2) Express all profit and loss data as a percentage of sales for each year. 

(3) What trends are indicated by an examination of receivables, inven- 
tories, current liabilities, fixed liabilities, and capital‘s 

(4) What trends are indicated by (1) and (2)’ 

(5) Comment on dividends paid What is the dividend rate on common 
stock’ 

(6) What effect will the additional issue of stock have on the ratios’ 



CHAPTER XXXII 

SUPPLEMENTARY STATEMENTS 


ACCOUNTING principal accounting statements, 

ttie balance sheet and the profit and loss 
statement, are being supplemented to an 
increasing degree by other summaries and repoi-ts. Some of these 
supplementary statements are derived from data found on successive 
balance sheets and profit and loss statements. Others are derived 
directly from the accounts or the journal records. They provide 
standard procedures for use in the analysis and intei-pretation of 
accounting reports. 


Supplementary statements have been mentioned in previous chap- 
ters. The reconciliation of the bank balance, the report of job orders 
completed, the departmental expense reports, and the reports of 
physical inventories, all give periodic summaries containing informa- 
tion useful to management. The income tax report and the budget are 
also examples of supplementary statements prepared from the account- 
ing records, each of which fulfills a specific purpose. Some supple- 
mentary statements are prepared more frequently than the principal 
statements because the summarizing information pro\fided by them is 
needed at more frequent intervals than the information contained in 
the principal statements. For example, a business might have a daily 
cash report, a weekly report of production, and a monthly report of 
departmental expenses and costs. 

Supplementary statements should be distinguished from accounting 
schedules. Schedules are formal reports, prepared from ledger ac- 
counts, supporting items appearing on one of the two principal account- 
ing statements. They are, therefore, integi-al parts of the balance sheet 
and the profit and loss statement. Supplementarj’’ statements are not 
so closely tied in and tend to elaborate the information omitted on the 
formal accounting repoiTs. 

The purpose of this chapter is to describe two supplementarj^ 
statements, the source and application of funds statement and the 
cumulative profit and loss statement. These two statements supple- 
ment the balance sheet and the profit and loss statement and are 
ordinarily presented annually. They are designed to prortde a more 
adequate portrayal of financial position and progress. 
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SUPPLEMENTARY 

STATEMENTS 


The sovirce and application of funds state 
ment usually reports the financial changes 
that occur within the period of the profit and loss statement The 
cumulative profit and loss statement presents a summary of the opera 
tions that ha\e been completed dunng the life of the business The 
addition of the source and application of funds statement and the 
cumulative profit and loss statement to the balance sheet and the 
profit and loss statement provides the following parallel reports 

1 A financial report 

a For the 1 fe of the business (the balance sheet) 

h For the latest fiscal year the source and application of {und® 
statement) 

2 An operating report 

a For the life of the business the cumulative profit and loss state 
ment) 

b For the latest fiscal year (the profit and loss statement) 


SOURCE AND m importance to the group of trans 

AjMCS^rl^Kf^ENT actions affecting proprietorship is that group 
affecting cash Transactions affecting pro 
pnetorship are recorded currentlj m the accounts and are summarized 
periodical^ on the profit and loss statement Transactions affecting 
the cash position are also recorded currently but the balance sheet 
does not provide a summar\ of them The balance sheet merges the»e 
transactions with the financial position at the beginning of the period 
The source and application of funds statement summarizes the fund 
transactions occurring between two balance sheets These two balance 
sheets are usually one > ear apart although in some instances they ma> 
be two or more >ears apart 

Various titles and various forms ha\e been used over the \ears 
for the summar} shown in the source and application of funds state 
ment Some of the titles used are (1) statement of financial changes 
(2) statement of changes in financial position (3) where got where 
gone statement (4) statement of sources and disposition of funds and 
(5) application of funds statement The first three titles ordinanly 
restrict the items on the statement to those obtained from two balance 
sheets the last two titles add items obtained from the profit and loss 
statement and the statement of surplus The title m prevailing use 
today seems to be so}irc€ and application of funds statement 

Most of the data for the source and appl cation of funds statement 
are obtained from the two balance sheets one at the beginning and the 
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other at the end of the period to be covered. If such a statement were 
to be prepared for the Miller Mercantile Company, whose repoits 
were analyzed in the pre\nous chapter, two columns might be added to 
the comparative balance sheet to show net excess of debits or credits 
for each balance sheet item during the period. Such a tabulation is 
shown below: 


MILLER MERCANTILE COMPANY 
Comparative Balance Sheet 
December 31, 1950 and 1949 


Assets 

Dec. 31, 
1950 

Dec. 31. 
1949 

Excess of 

Debits i Credits 

1 

Cash 

20,000 

30,000 

10,000 

Accounts Receivable 

100,000 

80,000 

20,000 

Merchandise Inventory 

300,000 

150,000 

150,000 

20,000 

Plant (net) 

1' 120,000 

100,000 

Goodwill 

' 40,000 

40,000 


Deferred Charges 

20,000 

25,000 

5,000 

Total Assets 

600,000 

425,000 


Liabilities and Proprietorship 




Notes Payable 

100,000 

20,000 

80,000 

Accounts Payable 

80,000 

60,000 

20,000 

Bonds Payable 

1 60,000 

100,000 

60,000 

Preferred Stock 

|, 100,000 


Common Stock 

j 200,000 

200,000 


Surplus 

60,000 

45,000 

1 15,000 

t 

Total Liabilities and Proprietorship 

! 600,000 
! 

425,000 

190,000 1 190,000 

1 


Comparative Balance Sheet Showing for Each Balance Sheet Item the 
Excess of Debits or Credits During the Period 


The "Excess of Credits” items in the preceding tabulation repre- 
sent source of funds items. Fdmds were pro^^ded by (a) profits rein- 
vested, (b) the issue of bonds, (c) expansion of accounts pajable, 
(d) increase in note boiTowing, and (e) decreases in deferred charge 
inventories and in cash. The “Excess of Debits items shon the appli- 
cation of funds. The $190,000 provided was applied to increases in 
(a) plant, (b) merchandise inventorv*, and (c) accounts receivable. 
It is simple to obtain the following rules: 

1. Excess of debit items indicate application of funds. 

2. Excess of credit items indicate source of funds. 

These general rules, when applied to the items in the balance sheet 
equation, provide the following tabulation: 
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see 


Source op Funds 
- Assets 
+ Liabilities 
4 - Propnetorship 


Application of Funds 
+ Assets 

- Liabilities 

- Propnetorship 


If a statement of financial changes is to be made for the Miller 
Mercantile Company m accordance with the above rules, it would 
appear as follows 


MILLER MERCANTILE COMPANY 
Statement of Financial Changes 
For Year Ended December 31. 1950 


Where Got 


Cash 

10 000 

Deferred Charges 

5,000 

Notes Payable 

80,000 

Accounts Payable 

20,000 

Bonds Payable 

60 000 

Surplus 

15 000 

190 000 


Where-Gone 


Accounts Receivable 
Merchandise Inventory 
Plant 

20,000 

150.000 

20,000 

190 000 


Statemeoi of Fmaocial Chaoses 

In order to make the source and application of funds statement 
more useful and more informative, it has become the practice (1) to 
arrange some items in a supporting schedule and (2) to expand other 
selected items The supporting schedule is made up of all the current 
asset and current liability items and shows the net change m worbng 
capital Such a schedule for the Miller Mercantile Company is shown 
below: 


MILLER MERCANTILE COMPANY 
Schedule A — Chances in Working Capital 
For the Year Ended December 31, 1950 



v?i OiiTw/i, ^ 

Accounts Receivable 

Merchandise Inventory 

20,000 
150 000 

170,000 


Less Decrease in Current Assets 

Cash 


10,000 


Increase in Current Liabilities 

Notes Payable 

Accounts Payable 

80,000 

20 000 

160,000 

1 100,000 


Net Increase in Working Capital 


1 60 000 


Schedule of Changes In Working Capital 
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The items to be expanded are the siirplus and plant items. It is 
thought desirable to include in the statement information regarding 
depreciation of plant, purchases of new plant, and di\ddends paid to 
stockholders. Thus instead of showing sui-pli^ as a $15,000 source of 
funds, net profit after pro\dsion for income tax is sho\\Ti as providing 
$36,000 of funds, out of which $21,000 is applied for the payment of 
dividends. Instead of shoving plant (net) as a $20,000 application of 
funds, depreciation is shown as pro\dding $20,000 of funds, and $40,000 
is shown as applied to the pui'chase of a new plant. The net increase in 
working capital is taken from the preceding schedule and is shovm as 
the first item in the "Application of Fimds” part of the main state- 
ment. The source and application of funds statement for the Miller 
Mercantile Company is shown below: 

MILLER MERCANTILE COMPANY 
Source and Application of Funds Statement 
For the Year Ended December 31, 1950 

Source of Funds 

By: Net Profit after Provision for Income Ta.\ 

Sale of Bonds. . . . 

Depreciation of Plant 
Decrease in Deferred Charges 

Total 

Application of Funds 

To: Net Increase in Working Capital (Schedule A) 

Purchase of Plant 

Payment of Di^^dends 

Total 

Source and Application of Funds Statement 


I 

1 36,000 

' 60,000 

I 20,000 

j 5,000 

' 121,000 


60,000 

40.000 

21.000 

121,000 


CUMULATIVE 
PROFIT AND LOSS 
STATEMENT 


The cumulative profit and loss statement 
covem the profit and loss actirtties of the 
business since it began operations. It there- 


fore consists of the sum of all the annual profit and loss statements. 


If there have been ten annual profit and loss statements, the cumulative 
profit and loss statement would cover a ten-year period; the sales on 
the cumulative statement would be the sum of the ten sales items on 


the annual statements, and the net profit would be the net total of the 


profit and loss items. 
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The penod of time co-vered b\ the transactions summanzed m the 
cumulatn e profit and loss statement is the same as that co\ ered by the 
balance sheet Juat as the cash balance m the balance sheet prepared 
at the end of the tenth jear summarizes all the cash transactions for 
the ten 5 ears, so the purchases item m the cumulatn e profit and lose 
statement summarizes all purchases for the ten-jear period There is, 
therefore a closer relationship between cumulative profit and loss 
statement items and balance sheet items than exists between the 
annual profit and loss statement and the balance sheet This fact mil 
be demonstrated later in the chapter 

COMPLETE STATEMENT A Complete statement record of a business 
RECORD might be said to consist of a senes of three 

reports of (a) income and (b) financial condition These reports would 
cover ( 1 ) the life of the business ( 2 ) the latest fiscal penod, and 
(3) the histoncal progress The\ would be tabulated as follows 

1 Income Reports 

(a) Cumulative profit and loss statement (life of business) 

(b) Profit and loss statement (latest fiscal penod) 

(c) Tabulation of operating data (histoncal progress) 

2 Financial Reports 

(a) Balance sheet (life of business) 

(b) Source and application of funds statement (latest fiscal penod) 

(c) Tabulation of financial data (histoncal progress) 

The balance of this chapter will be devoted to the discussion of 
such reports, using the Fisher Manufactunng Company as an illustra 
tion 


OPERATING REPORTS, The most common and most familiar oper- 
STATEM^i?r* ating report is the profit and loss statement 

summarizing the operatmg transactions 
during the iateist fiscal period The profit and loss statement for the 
Fisher JIanufactunng Company for the } ear ended December 31, 1950, 
is given on page 591 


CUMULATIVE PROFIT Whereas the customarj profit and loss state- 
AHD LOSS STATEMENT summanzes the operations for one fiscal 

penod, the cumulativ e profit and loss statement presents a summary of 
operations for the hfe of the busmess The cumulative profit and loss 
statement for the Fisher ^lanufactunng Company is shown on page 
592 
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FISHER MANUFACTURING COMPANY 


Profit and Loss Statement 
For the Year Ended December 31, 1950 


Sales 

Cost of Sales; 

Inventories, January 1, 1950 

Cost of Manufacturing Operations* . . . 


Inventories, December 31, 1950 
Cost of Sales 


, 1,500,000 

i| 

120.000 j| 

860.000 II 


980.000 

140.000 ! 

1 

I 840,000 


Gross Profit on Sales 

Selling and Administrative Expenses**. . 

Net Profit from Operations. . . . 

Interest on Bonds Payable 


660,000 
j, 400,000 

l' 260,000 
; 7,000 


Net Profit before Provision for Income Tax . . . > 
Less Provision for Income Tax 


'' 253,000 

80,000 


Net Profit after Provision for Income Tax ' 173,000 

Reserve for Bond Sinking Fund I 10,000 

! I 


Profit Available for Di\ddends j | 163,000 

Dividends in Cash ’ i, 150,000 


Profit to Surplus 



13,000 


*Depreciation included in Cost of Manufacturing: 

On Equipment . . $40,000 

On Building . 15,000 

’♦Depredation included in Selling and Administrative Expenses: 
On Equipment $20,000 

On Building 10,000 


Profit and Loss Statement 


The cumulative profit and loss statement shown on page 592 treats 
the histoiy of the Fisher hlanufacturing Company as a unit. The 
results of twelve years of operations and the disposition of the profits 
are incorporated vithin the scope of the statement. Ko attempt has 
been made to identify earnings or e.vpenses vith specific years. Such 
identification was made in the profit and loss statement prepared at 
the close of each year. The trend of sales, cost of sales, net earnings, 
and di\idends cannot, then, be determined from the cumulative profit 
and lo.ss statement. 
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FISHER MANUFACTURING COMPANY 
Cumulative Profit and Loss Statement 
For T^\•EL\^ Years Ended December 31, 1950 



1 

Sales 

Cost of Manufactunng Operations 
Inventones, December 31, 1950 

^ 6,505,000 
; 140,000 

1 10,070 000 


Cost of Sales 


1 6 365,000 


Gross Profit on Sales 

Selling and Administrative Expenses 


1 3,705 000 
'1 2.099,000 


Net Profit from Operations 

1 Interest on Bonds Payable 1 


1 1,606 000 
l| 56,000 


Net Income before Provision for Income Tax! 
' Provnsion for Income Tax j 


[ 1,550,000 
195,000 


Net Income after Provision for Income Taxi 
Reserve for Bond Sinking Fund 1 


1,355.000 
SO, 000 


Income Available lor Dividends 

Dividends Paid in Cash 

Stock Dividends 1 

715,000 

1 500,000 

1.275.000 

1.216.000 


Surplus, December 31 1950 


60,000 


Cumulative Profit and Loss Statement 


TABULATION OF It ,5 sometimes desirable to classify the oper- 

OPEBATING DATA 4 . u t j.i » * 

ations by years In this case a few of the 

more significant items on the cumulative profit and loss statement are 
chosen in order to simplify the resulting tabulation The significant 
operating items on the cumulative profit and loss statement of the 
Fisher Manufactunng Company have been classified by years m the 
tabulation sho^^^l on page 593 The amounts, as in the case of the 
cumulative profit and loss statement, have been obtained from the 
twelve annual profit and loss statements of the company 

Such a supplementary report by years gives significant information 
regarding the activities of the company dunng its history The person 
who receives such a report gams a much more satisfactory under- 
standing of the operations of the company than one who receives a 
report of the latest penod only While the analytical detail of the 
operations of any one fiscal penod may be restricted, the useful in- 
formation provided by such a tabulation more than compensates for 
this limitation 
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Both the cumulative profit and loss statement and its supporting 
tabulation are being used today by large organizations in an attempt 
to give a better understanding to stockholders. It is believed that the 
lengthening of the period to include the life of the enterprise provides 
a summary that effectively supplements the balance sheet and the 
annual profit and loss statement. 


FISHER MANUFACTURING COMPANY 
Tabulation of Operating Data 
For Twelve Years Ended December 31, 1950 


Year 

Net 

Sales 

Net Profit 
After Pro- 
vision FOR 
Income Tax 

Cash 

Dividends 

Paid 

Per Cent 
OF Profit 
Paid as 
Dividends 

Profit 

Rei.n- 

I'ESTBD 

Dividend 

Per 

Share 

1939 

$ 820,000 

$ 115,000 

$ 10,000 

9% 

$105,000 

$ 2.00 

1940 

430,000 

55,000 



55,000 


1941 

100,000 

35,000 

5,000 

14 

30,000 

1.00 

1942 

300,000 

60,000 

10,000 

17 

50,000 

2.00 

1943 

550,000 

105,000 

20,000 

19 

85,000 

4.00 

1944 

800,000 

130,000 

45,000 

35 

85,000 

9.00 

1945 

1,050,000 

152,000 

50,000 

33 

102,000 

10.00 

1946 

1,300,000 

165,000 

100,000 

61 

65,000 

10.00* 

1947 

800,000 

75,000 

75,000 

100 


7.50 

1948 

1,020,000 

130,000 

125,000 

96 

5,000 

12.50 

1949 

1,400,000 

160,000 

125,000 

78 

35,000 

12.50 

1950 

1,500,000 

173,000 

150,000 

87 

23,000 

15.00 


$10,070,000 

$1,355,000 

$715,000 

53% 

$640,000 



*100% stock dividend December 31, 1946. 


Tabulation of Operating Data 


FiNANCiAL REPORTS Next in importance to the transactions affect- 
ing proprietorship as reported on the profit 
and loss statement are the transactions affecting the principal balance 
sheet accounts. The balance sheet at the end of each fiscal period 
shows the net results of these transactions for the life of the business. 
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The following balance sheet of the Fisher Manufacturing Company is 
also from the twelfth annual report to the stockholders: 


FISHER MANUFACTURING COMPANY 
Balance Sheet 
December 31, 1950 


Assets 


Liabilities 


Current Assets ^ 

Cash 

120,000 

Current Liabilities 
Accounts Pa> able 

35,000 

U S Go\em. Securities 

75,000 

Taxes and Pay-Rolls 


Notes Recenable 

40.000 

Acc 

16,000 

Accounts Recei\ahle 

80.000 

Income Tax Payable 

80,000 

Inventories 

166,000 





Total Current Liab. 

131,000 

Total Current Assets 

481,000 

Fixed Liabilities 


Fixed Assets' 

Equipment 600,000 


Bonds Pay (10 year, 

Total Liabilities 

100,000 

231,000 

l,es3 Reserve for 
Depreciation 160,000 

440.000 

Proprietorship 


Buildings 500,000 1 

Less Reserv e for i 

Depreciation 80,000 

420.000 

Capital Stock ($100 par, 
authorized, 25,000 
shares, outstanding, 
12,000 shares) 

1,200,000 



Premium on Cap Stock 

30 000 

Land j 

150.000 

Reserve for Bond Sinking 



— 

Fund 

80,000 

Total Fixed Assets | 

1.010.000 

Surplus 

60,000 

Deferred Charges 

110,000 

Total Propnetorship 

1,370.000 

Total Assets . 

[1,601.000 

j Total Liab and Prop. 

1.601,000 


Balance Sheet 


The balance sheet gives the financial condition of the company 
resulting from twelve jears of operations. The operations for the 
same tw elve years were shown in the cumulative profit and loss state- 
ment presented on page 592. A comparison of these two statements 
will reveal the close relationship between them. For example, the 
amounts for Reserve for Bond Sinldng Fund and Surplus are the same 
on both statements. 


TABULATION OF It is interesting to know how the principal 

FINANCIAL DATA balance sheet items have fared from jear to 

year. The annual ups and doivns in current assets, capital stock, and 
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other items provide .significant information. The totaJ.s of the main 
section.s of each balance .sheet from the beginning to the pre.-ent time 
are shown in the following tabulation of financial data; 


FISHER MANUli’ACTURI.N'G COMPANY 
TABUCATion OF Fi.VAUCiAi. Data (in thou anrl ' of doUar;; 
.TAtruABY 1, lOM, TO Or.f'FAu-A;a '-‘A, lO'O 


1 

1930 

1040: 

1041 

104Y 

1040 

j 1041 

104 7 

1940 

1017 

,101'- 

, I'M') 

■f-nt A^sotT 

100 

2I.1| 

24.7| 

.732j 

40:u 

1 090, 

497 

732 

49,' 

1 .720 

400, 

(1 Afflftt,'! 

42r, 

470 

4k0 

4.-,.',! 

.700 

r,r,i 

040' 

040 

700 

72 4 

70 7| 

rrkf] ChargM 

r,0: 

fiO, 

7.',, 

30 

91 

i.Ui 

122^ 

100: 

Oc 

100, 

1 00 ' 

.1 i 

f>r, rJ 

747 

«00 

kCT 

1, 000 

1 , 172 ! 

;!.20.J 

1,077 

, 1,00! 

! l,070' 

1 

1,02 !( 

f-nt J.Iabilitif.;! 

00 

lor, 

110 

127 

lOn 

102 I 

171 

173^ 

10 4 

10' 

101 

i r.i:tbiHtu-<i 



1 


100 

100 

100 

100 

lO'li 

100 

100 

tal Stock j 

too 

•too 

.',ooj 

.',00 

700 

700 

700 

1 ,000 

1,000 

1 ,000 

1,000 

mm on Capital .‘Jtock 





! 

1 

1 

1 

1 

1 


rvf: for Hand Sinicins' 





j 




! 1 



nd 





10 

20 

00 

40 

70i 

07) 

70 


10.: 

140 

100 

240 

1 

017 

COO 

,1S2 

TiT 

or 


47 



'■ 




— 

- . - 

■ - 


1 — 

* 

1 Liah. and Prop, 

oo: 

; 74.', 

; ftoo 

«07 

t ,00 ; 

1,172 

1 ,20.; 

1,077 

1 , 00 : 

, 1,070 

1 1 ,02! 1 




1 




' 1 
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Tabulation of Financial Data for Twc-Ito Ycar.s 


By comparing the changes in the variou.s item.s from year to year, 
it is possible to reconstruct many of the financial tran.saction.s. For 
example, in 394-3 current a.ssets and fi.ved assets both roie .sharply. 
During the same year bonds were is.sued for .$100,000. Thi.s $100,000 
bond i.ssue and the .$85,000 of reinvc.sted income a.-; .shown h\ tne 
tabulation of operating data fpage 593> provided the money .spent on 
the new a.s.set.s. In 194.3 the e:q->an.-;ion of plant facilities evidently 
continued becau.se fixed a.s.seLs again increased, current assets decreased, 
and current liabilities .showed a .slight increase. 


SOURCE AHD 
APPLICATION OF 
FUNDS STATEMENT 


The source and appliration of fund.- state- 
ment for the Fisher ^Manufacturing Company 
contain.s more items and i.s more complete 
than the one presented earlier in the chapter. Like it, however, thi.s 
one i.s primarily dependent on balance .sheet data in its 7 >roparation. 
By comparing the amount for each item on the balance .sheet with the 
con'esponding figure on the previou-s balance .‘^heet, it may be deter- 
mined whether that item provided or ab.sorljed worinng capita! during 
the period. 
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The profit and loss statements are secondary sources of information 
The increase of surplus from $35,000 to $40,000 on two consecutive 
balance sheets is less informative than the fact that net profit for the 
penod was $10,000, dividends paid were $6,000, and premium on new 
stock issued was $1,000 This information, combined with an increase 
in common stock of $10,000, tells that $11,000 of net working capital 
was provided to finance expansion of facilities or retirement of debts 
On the other hand, a stock dividend increasing common stock and 
decreasing surplus would affect the funds not at all In this case the 
increase m common stock does not affect working capital All balance 
sheet changes must be analyzed as to whether the> affect the fund 
position Some do, others do not 

The period covered by the source and application of funds state- 
ment is usually one jear although it ma> be two, three, four, or five 
years or ev en the life of the business If it covers the life of the business, 
it IS the same as the balance sheet A comparative balance sheet for 
the Fisher Manufacturing Company, together with excess debits and 
excess credits, is given on {»ge 597 

By using the excess of debits and credits amounts for current assets 
and liabilities as show-n on the comparative balance sheet on page 597, 
it IS possible to draw up the changes in working capital for the schedule 
to support the source and application of funds statement Such a 
schedule for the Fisher Manufacturing Company is showm below 


FISHER MANUFACTURING COMPANY 
Schedule A — Changes in Working Capital 
For the Year Ended December 31. 1950 



Increase in Current Assets 

Notes Recenable 

Accounts Receivable 

Inventories 

15.000 

25.000 
46 000 

86,000 



Less Decrease in Current Assets 
r Cash 

U S Government Secuntiea 

rb'oua 

25,000 

41,000 

45,000 


Increase in Current Liabilities 

Income Tax Payable 

Less Decrease in Current Liabilities 
Accounts Payable 

Taxes and Payrolls Accrued 

12,500 

500 

40 000 

13,000 

27,000 


Net Increase in Woikmg Capital 


=_== 

. 18,000 


Schedule of Changes in TVorhing Capital 
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Ledger accounts will show that 2,000 shares of common stock were 
sold at $116 and that equipment, building, and land were purchased at 
costs of $150,000, $100,000, and $50,000 respectively. The source and 
application of funds statement for the Fisher Manufacturing Company 
for the year ended December 31, 1950, is shoira below 


FISHER MANUFACTURING COMPANY 
Source amd Application op Funds SrATEiir nt 
For the Yfar Endfd PEcrvinFR 31, 1950 



Souuci or Funds 



By Net Profit after Provision for Income Tax 

173,000 


Depreciation of Plant 

85,000 


Sale of Capital Stock (2,000 shares at $115) 

230,000 


Total 

488,000 


Application op Funds 



To Net Increase m Working Capital (Schedule A) 

18,000 


Purchase of Equipment 

150,000 


Purchase of Building 

100.000 


Purchase of Land 

60,000 


Payment of Dividends 

150,000 


1 Increase in Deferred Charges 

20,000 


Total 

488 000 





Source and Application of Funds Statement 


QUESTIONS 

1. What accounting information regarding a business is omitted from the 
balance sheet and the profit and loss statement’ 

2 Does the source and application of funds statement supplement the 
balance sheet or the profit and loss statement’ Explain 

3. During depressions manj corporations continue to declare and pay 
dividends even though they show small annual operating losses How could 
dividends be declared under these circumstances’ How could dividends 
be paid without borrowing’ 

4. Why IS the tabulation of operating data more informative than the 
cumulative profit and loss statement’ 

5 The Jones Mfg Co declared a 100% stock dividend At the end of 
the following year it had available for a dividend an amount of cash equal 
to that paid as a dividend before the declaration of the stock dividend 
What effect did the stock dividend have on the rate of the cash dividend’ 
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6. An application of funds statement shows large increases in notes 
payable and accounts payable and large increases in accounts receivable 
and inventories. Is a favorable or an unfavorable condition indicated? 

7. The source and application of funds statement for The X Mfg. Co. is 
shown below: 


THE X MFC. CO. 


Source and Applic.-vtion or Funds STATE^{ENT 


For Year Ended December 31, 19 


Source of Funds 


Application of Funds 


Cash 

Notes Payable. 
Bonds Payable 
Surplus 

Total 


i 40,000'00 i 

Accounts Receivable. . 

70,000|00 

50,000 

00 ' 

Inventories 

1 80,000 00 

300,000 

00 

Equipment 

150,000{00 

10,000 

00 ■ 

Buildings 

ioo,ooojoo 

400,00ojo0 ' 

1 ■ 1 

Total 

400,00000 

' 1 


Does the statement illustrate an expanding or a contracting business? 

8. If the Fisher Manufacturing Company had begun operations on 
January 1, 1939, with $600,000 in cash, how would a source and applica- 
tion of funds statement for the twelve-year period from Januarj’ 1, 193^, 
to December 31, 1950, differ from the balance sheet shown on page 597? 
Explain. 


PROBLEMS 

1. The balance sheets of the Curtis Corporation for 1949 and 1950 were. 

December 31 


Assets 

1950 

1949 


$ 45,000 

$ 30,000 

Accounts Receivable 

42,000 

50,000 

Ivlerchandise Inventory 

33,000 

20,000 


150,000 

100,000 


$270,000 

$200,000 


Liabilities, Valuation Resera'es, 

Accounts Payable 

Bonds Payable 

Reserve for Depreciation of Plant 

Common Stock 

Surplus 


AND Proprietorship 

$ 12,000 $ 15,000 

60,000 20,000 

19,000 10,000 

120,000 100,000 

59,000 55,000 


$‘270,000 .$200,000 
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The surplus account on December 31, 1950, was as follows* 
SURPITJS 


19o0 1949 

June 20 Cash diwdend 12,000 Dec 31 Balance 55,000 

1930 

Dec. 31 Net profit 

after income tax 16 000 


A plant expansion of 550,000 was completed on January 2, 1950 
Depreciation is computed at 6% a year 

Sold 200 shares common stock at par, $100 


Intlrueiiom Prepare a source and application of funds statement with a 
supporting schedule for norking capital 

2. The balance sheets of Beaumont, Inc for 1949 and 1950 are as follows 

December 31 


Assets 

1950 

1949 

Cash 

$ 63,000 

$ 35,000 

Merchandise In\ entor> 

97,000 

45,000 

Equipment 

105,000 

100,000 

Buildings 

150,000 

100 000 

Land 

45,000 

20,000 


$460,000 

$300,000 




Liabilities a-nd Proprietorship 

Reserve for Depreciation of Equipment 

$ 20,000 

$ 10 000 

Bonds Pa>able 

100,000 


Reserv e for Depreciation of Buildings 

7,500 

3,000 

Capital Stock 

200,000 

200,000 

Surplus 

132,500 

87,000 


$460,000 

$300,000 


The equipment accounts and the surplus account on December 31, 
1950, were as follows (Note the sale of equipment on January 2, 1950 ) 


Eqwpsient Account 


1949 



1950 

5,000 

Jan 

2 Onginal cost 

100,000 

Jan 2 Sale of equipment 

1950 





Jan 

2 Additions cost 

10,000 
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Reserve for Depreciation of Equipment 


1950 

Tan 2 Sale of equipment 500 Dec. 31 10 flepreeiation 

1950 

Dec. 31 10% depreciation 


10,000 

10,500 


Surplus 


1950 
Jan. 2 

Loss on equip, sold 

500 

1949 
Dec. 31 

Balance 

87,000 

Dec. 15 

Cash dividend 

12,000 

19.50 
Oct. 15 

Write up of land 

2.5,000 




Dec. 31 

Net profit for year 

,33,000 


Additions were made to buildings on January 2, 1950, in^he amount 
of $50,000. Annual depreciation is computed at the rate of 3 /o- 

Inslruclions: Prepare a source and application of fund.s statement with a 
supporting schedule for working capital. 

3. The tabulation of operating data for Freeman Products 
below. This tabulation covers the five-year penod ended ^e mber 31 
1950. On December 31, 1946, the corporation had o^t-^tan^‘"g 
shares of common stock, each share having a par value of $100. 

freeman products, INC. 

Tabulation of Operating Data 
For Five Years Ended on December 31, 19o0 


Year 


Net 

Sales 


Net 

Profit 

After 

Income 

Tax 


Ratio of 
Income 
TO Sales 


Dividends 

Declared 


Profit Dividend 
Rein- Rate 

VESTED 


1946 

1947 

1948 
1949* 
1950 


600,000 $ 60,000 

750.000 90,000 

900.000 X 

900,000 135,000 
900,000 X 


10 % 

X 

10 % 

15 % 


$ 50,000 
X 
X 

130,000* 

90,000 

X 


$ 10,000 

X 

X 

X 

X 

X 


iuyc 

15% 

10 % 


Totals $4,050,000 x 

~ • I I 90^1, rleclared in Januarj' of that 

•The dividend for 1949 included Applied to the nev/ stock as well as to 

year. All cash dividends declared in that jear appnc 

. -ffod in the tabulation and indicated 
Inslruclions: (1) Supply the data omitted 

by an x. nrodt on sales amounted to 

(2) During the five-vear period expenses were $800,000. 

$1,650,000, and the selling : ...og 40%, construct a cumulative 

Assuming that the average income ax r . , on December 31, 19o0. 

profit and loss statement for the five-jea p 



APPENDIX A 

SUPPLEMENTARY PROBLEMS 

CHAPTER I 
Problem 1-A 

This problem nay be completed in the workbook tn the space proiided 
hr Problem 2, Chapter I 

Gjlb-^rt ilj eri. bought land, erected a theater buddmg, and earned on 
op'Tations for the month of D'^mber Record the foDowmg transactions 
in tabular form similar to that used m Question 7 at the end of Chapter I 
Th*^ headmgs to b'^ used are 

Ass^’-s = Liabilities + Propnetorsbip 

Cash-i- Equip +Bldg -J-Land = Accounts Paj +MortgagePay. -f Gilbert Mj era 

a IIl^fe8ted cash, 

("b Paid cash lo' land, ?2,500 

fc Constructed a theater building costing $15,000, pajmg $5,000 cash 
and giving a mortgage for $10,000 

fd) Purchased equipment on open account for $12,000, maiang a down 
pa\ment of $2 000 cash, the balance to be paid $2 500 a month 
Ca'fa receipts for December were $15,000 
(fl Paid cash for operating expenses for the month, $10,500 
(g Hade the monlbl. patment required in (d; 

Chj ^^itbdre^ $1 000 lor personal use 

(li Did. pTopn.stO'sbip mcrease or decrease from transactions (a) to (h) 
and b^ ho^ touch** 

(2; Analjze the element# causing the mcrease in proprietorship, nameh 
net op^'rating profit and drawmgs 

Problem I-B 

This problem may be completed in the vorkbook tn the space provided 
for Problem 3, Chapter I 

John iLson opens a meat market He will sell on account, customers 
to pat in the following month Record the foDovring transactions for 
June in tabular form similar to that used m Question 7 of Chapter L 
The headings to be used are as follow s (headings are anticipated for July 
transactions) 

Asset# = Liabilities + Propnetorship 

Ca®h+Accts Rec.-rHdse +Zquip = Aects Pa> -j- John Wilson 

(a' Irn eisted cash, $25 000 

(b) Paid cash for equipment, $10 000 

(c) Purchased merchandise on account $18,000 

(dj Sold merchandise costing $15,000 for $25,000 on account. 

(e) Paid cash for ope'-atmg expenses, $5,000. 

(f) Paid accounts paj able, $7,500 

(g) t^ithdrew cash, $1,500 
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Mr. Wilson decides to increase his business. He plans to handle 
groceries and vegetables, which will require additional equipment and 
sales clerks. Record the following transactions for July: 

(h) Invested additional cash, $5,000. 

(i) Purchased additional equipment on account, .$5,000. 

(j) Collected cash on accounts receivable, .$22,500. 

(k) Purchased merchandise on account, .$2.3,000. 

(l) Sold merchandise costing $24,000 for $40,000 on account. 

(m) Paid cash for operating expenses, $6,000. 

(n) Paid accounts payable, $16,500. 

(o) Withdrew cash, $2,000. 

(1) What were the amounts in the proprietorship column after trans- 
actions (a), (g), and (o)? 

(2) What was the net increase in proprietorship for June? for July? 
What were the elements causing the increases? 

(3) What figures in the above transactions will indicate whether or not 
the expansion was profitable? 


CHAPTER 2 


Problem 2-A 


This problem may be completed in the icorkbook in the space pronded 
/or Problem 2, Chapter II. 


On December 31, 1950, the end of a fiscal year, the assets and the 
liabilities of Harold Morgan are as follows: 


Accounts Payable 

. $14,500 

Office Equipment 

$ 6,000 

Accounts Receivable 

. . 10,000 

Office Supplies 

1,300 

Building 

12,000 

Prepaid Insurance 

1,800 

Cash 

2,000 

Store Equipment 

23,000 

Land 

4,000 

Store Supplies 

1,900 

Merchandise Inventory. . , 
Mortgage Payable 

18,000 

5,000 

Wages Payable 

. . . . 500 


At the beginning of the fiscal period on January 1, 1950, Harold 
Morgan's capital was $58,000. During the year he withdrew ^>13, 400. T e 
business showed a net income for tlie year of .$15,400. 


Inslruclions: (1) Prepare a balance sheet in account form showing Harold 
Morgan’s financial condition on December 31, 19o0, in accordance v-ith the 
illustration on pages 28 and 29. 


(2) Compute the follovdng: 

(a) Current ratio. 

(b) Fi.xed ratio. 

(c) Owner’s equitj’. 

(d) Creditors' equity. 

(e) Earning on capital (assume Mr. Alorgan 
$800 a month). 


’s sendees 


(3) What is the working capital? 


are worth 
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Problem 2>B 

This problem may he completed tn the vorhhook tn the space provided 
Jot Problem S, Chapter II 

H A Samuel in^ ested the following assets in a television and radio 
equipment store cash, $5,000, merchandise inventory, $20,000 Prior 
to opemng on September 1, 1950, he completed the following transactions 

(a) Purchased building, $17 000 pacing $3 000 cash and ginng a mort- 
gage for the balance 

(b) Purchased ^tore equipment $2,500, paj-mg $1,000 cash and the 
balance on account 

(c) Paid cash for store supplies $150 

(d) Purchased additional merchandise on account, $5 000 
Ins'ruchans (1) Prepare a tabulation of the foregoing transactions in an 

equation form similar to that used m Question 7 of Chapte’ L The following 
headmgs are required Assets — Cash, Merchandise Ins entoi^ , Store Equip- 
ment, Building, Store Supplies Liabilioes — Accounts Pa> able, ilortgage 
Paj able, Propnetorship — H. A- Samuel 

(2) Prepare a classified balance sheet as of September 1, 1950 


CHAPTER 3 
Problem 3 A 


This problem may be completed tn the tror} book tn the space prondei 
Jot Problem 2, Chapter III 


The following data mdude the mcome and the ei^enses of illiam 
Evans for the six-month penod ended October 31 of the current ye^. 

Inventory , May 1 

$ 10,000 

Adv ertising 

$ 250 

Inventors, October SI 

30,000 

Rent Expense 

4 800 

Sales 

200,000 

Store Supplies Used 

1,000 

Purchases 

150,000 

Office Supphes Used 

500 

Freight In 

10 000 

Expired Insurance 

1,200 

Salanes of Sales Clerks 

24 000 

Misc Selling Expense 

150 

Office Salanes 

8 000 

Misc. General Expense 

100 


Instruclions (1) Prepare a classified profit and loss statement for the 
six-month period 

(2) Obtam the following ratios 

(a) Co't of goods sold, gross profit on sale', total operating expenses, 
and net profit from operations as a percentage of sales 

(b) Working capital tunioiCT (working capital is $20,000) 

(c) Merchandise tumcn er 

(d) Av erage age of receivables (accounts receivable, $20,000) 
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Problem 3-B 

This problem may be completed in the toorkbook in the space provided 
for Problem 4, Chapter III. 

On August 1 of the current year Robert Eddy invests $19,000 in cash 
and $11,000 in merchandise in a retail fur store. On August 31 his account- 
ing records show the following assets, liabilities, capital, income, and ex- 
penses: 


Cash 

. $ 7,000 

Purchases 

.. $76,000 

Accounts Receivable 

9,000 

Freight In 

.. 2,000 

Merchandise Inventory. . . 

14,000 

Sales Salaries 

6,750 

Store Equipment 

11,000 

Advertising Expense 

750 

Office Equipment 

8,000 

Store Supplies Used 

. . 1,000 

Store Supplies on Hand . . 

500 

Misc. Selling Expense. . . . 

200 

Office Supplies on Hand. . . 

200 

Rent Expense 

3,750 

Prepaid Insurance 

300 

Office Salaries 

1,800 

Accounts Payable 

10,000 

Office Supplies Used 

200 

Robert Eddy, Capital, 


Expired Insurance 

300 

August 1 

Sales 

30,000 
. 100,000 

Misc. General Expense. . . 

250 


Instructions: (1) Prepare a classified profit and loss statement for the 
month. 

(2) Prepare a classified balance sheet as of August 31. 

(3) Compute the following: 

(a) Current ratio. 

(b) Owner’s equity. 

(c) Creditors’ equity. 

(d) Working capital. 

(e) Merchandise turnover. 

(f) Working capital turnover. 

(g) Earnings on capital (assume Mr. Eddy’s ser-vices are worth 
$4,000 a month). 

(h) Cost of goods sold, gross profit on sales, total operating expenses, 
and net profit as a percentage of sales. 


CHAPTER 4 
Problem 4-A 

This problem may be completed in the xcorkbook in the space provided 
for Problem 2, Chapter IV. 

Phyllis Camell plans to operate the Fairfax Stenographic Sendee. The 
accounts in her ledger are: Cash; Accounts Receivable; Equipment; 
Supplies; Prepaid Insurance; Notes Payable; Accounts Payable; Phyllis 
Camell, Capital; Phyllis Camell, Personal; Stenographic Fees; Salaries; 
Rent Expense; Utilities; Miscellaneous Expense. 

Follovdng are the transactions for June of the current year, the first 
month of operations; 
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(a) Invested cash, $750 

(b) Purchased equipment for $1,000, giving $150 cash and a note pajable 
for the balance 

(c) Purchased supplies on account, $300 

(d) Paid rent for the month, $125 

(e) Cash receipts for the first week, $2o0 

(f) Paid salanes, $145 

(g) Purchased insurance on account $100 

(h) Paid cash for supplies, $50 

(i) Cash receipts for the second week $300 
0) Paid salanes, $150 

(k) Purchased additional equipment for cash $75 

(l) Paid telephone bill, $25 (Miscellaneous Expense) 

(m) Cash receipts for the third week, $350 

(n) Paid salaries, $200 

(o) Purchased additional equipment on account $375 

(p) Paid cash for supplies $35 

(q) Cash receipts for the balance of the month $325 

(r) Paid salanes, $175 

(s) Paid accounts pa> able $125 

(t) Paid utilities, $20 

(u) Billed clients for work done and charged the accounts recenable 
account, $600 

(v) Withdrew $400 

Inatruetions (1) Record the foregoing transactions in ‘T accounts 
Identify each debit and each credit by the letter gi\en for that transaction 
(2) Prepare a tnal balance as of June 30 of the current year 


Problem 4-B 

This proUem may be completed tn the workbook tn the space provided 
for Problem 3, Chapter IV 

Stanley Steams operates the 4 S Catering Service The accounts in 
his ledger are Cash, Catenng Elqmpment, Delivery Equipment, Catenng 
Supplies, Prepaid Insurance Accounts Payable, Stanley Steams, Capital, 
Stanley Steams, Personal, Catenng Income, Food Purchases, Salanes, 
Rent Expense, Gas, Oil, and Delivery Repairs, Utilities, Laundry, 
Miscellaneous Expense On Febniaiy 1 of the current year ^Ir. Steams’ 
assets, liabilities, and propnetorship were as follows 


Cash 

$ 2 000 

Catenng Equipment 

5,000 

Delivery Equipment 

10,000 

Catenng Supplies 

1,500 

Prepaid Insurance 

500 

Accounts Payable 

3,000 

Stanley Steams, Capital 

16,000 


Instructions (1) Open ‘ T” accounts for all of Mr Stearns’ accounts 
(2) Record the begmning balances in the appropnate accounts Identify 
the balances in these accounts by “Bal ” 
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During the month of February the following transactions w’ere com- 
pleted: 

(a) Paid rent for the month, $300. 

(b) Purchased catering supplies on account, $500. 

(c) Purchased food on account, $1,300. 

(d) Cash receipts for first week, $3,500. 

(ej Paid salaries, .$1,250. 

(f) Purchased additional catering equipment on account, $1,000. 

(g) Paid cash for insurance, $100. 

(h) Cash receipts for second week, $2,500. 

(i) Paid salaries, $1,250. 

(j) Purchased food on account, $600. 

(k) Purchased additional delivery equipment for $2,000, giving $500 cash, 
balance on account. 

(l) Cash receipts for third week, $2,800. 

(m) Paid salaries, $1,250. 

(n) Paid accounts payable, $5,000. 

(o) Paid telephone bill, $40. (Miscellaneous Expense) 

(p) Purchased food on account, $2,100. 

(q) Paid laundry, $35. 

(r) Cash receipts for fourth week, $3,200. 

(s) Paid salaries, $1,250. 

(t) Paid gas, oil, and delivery repairs, $275. 

(u) Paid utilities, $50. 

(v) Withdrew $800. 

Inslruclions: (3) Record the transactions in the “T" accounts. Identify 
each debit and each credit by the letter given for that transaction in the list 
of transactions. 

(4) Take a trial balance as of the last day of February of the current year. 


CHAPTER 5 


Problem 5-A 


This problem may be completed in the workbook in the space provided 
for Problem 3, Chapter Y. 


Binice Adair operates a realty company, handling the selling and 
renting of real estate for a commission. The balances in the ledger ac- 
counts on December 31, 19 — are as follows: 


Cash $8,000 

Commissions Receivable 2,000 

Equipment 5,000 

Supplies 455 

Prepaid Insurance 720 

Prepaid Rent 1,000 

Notes Payable 1,800 

Accounts Payable 325 


Bruce Adair, Capital S 9,835 

Bruce Adair, Personal 12,000 

Commissions Earned 51,500 

Commissions to Salesmen . . . 25,000 

Office Salaries 2,400 

Rent E.xpense (11 months) . . 5,500 

Utilities 550 

Miscellaneous Expense 835 
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Adjustments for the 3 ear are 
Supplies on band $300 
Expired insurance ^360 

Prepaid rent repre-ents first and last months rent of a two-year lease 
starting January 1 of the current jear 
Commissions paj able to salesmen $750 

Inslructions (1) Prepare a lO-colnmn work sheet for the annual penod 
Identif\ corresponding debits and credits m the adjustment columns with 
the same ’etter 

(2) Prepare a profit and loss statement and a balance sheet m report form. 

(3) (a) T^Tist per cent of eoinmis«ions earned is paid to salesmen’ 

(bj "miat percentage of gross income is retamed by ilr \dair’ 

Problem 5 B 

This problem may be completed in the Korkbooh tn the space prorufed 
for Problem 4 Chapter V 

On October 1 of the current %ear Moms Lask> opened the Lasky 
X Paj Laboratory The accounts in his ledger are as follows Cash 
Accounts Recen able Laboratory Equipment Laboratory Supplies Pre- 
paid Insurance Prepaid Rent h.otes Payable Accounts Pay able, Moms 
Lasky Capital Moms Lask-y Personal X Ray Laboratory Fees Tech 
nieians Salaries Utilities Miscellaneous Expense 
During the month of October the transactions were 

(a) In\ ested the following Cash $1 8o0 Laboratory Equipment $0 000 
Laboratory Supplies $650 Notes Payable $3 000 

(b) Paid cash for four months rent in advance $1 000 

(e) Purchased laboratory equipment on account $ 6^0 

(d) Paid cash for insurance $360 

(e) Purchased laborato y supplies on account $135 

(f) Cash receipts $1 200 

(g) Paid two weeks technicians’ salaries $750 

(h) Paid cash for laboratory supplies $60 

( 1 ) Paid cash for telephone $35 (Miscellaneous Expense) 

0) Cash receipto $1 800 

(k) Paid tw 0 w eeks techniaans salaries $7o0 

(l) PuTcha'ed laboratory supplies on account $50 

(m) Paid cash for utilities $60 

(n) "VTithdrew? $f00 

( 0 ) Laboratory fees not paid for $500 

At the end of the month the following adjustments were required 
Laboratory supplies on band $450 
Expired insurance $30 

Rent — assume that transaction (b) occurred on October 1 
Technicians salaries payable $375 

Instrneitons (11 Record the foregoing transac*ions in T accounts. 
Identify corresponding entnes by the letter giv en for that transaction 

(*’) Prepare a tnal balance as of October 31 in the first two columns of a 
10 -column work sheet 

(3) Complete the 10-eolunm work sheet 

(4) Prepare a profit and loss statement and a balance sheet m report form. 
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CHAPTER 6 
Problem G-A 

This problem may be completed in the tmrkbook in the space provided 
for Problem 2, Chapter VI. 

Charles Canfield is the owner of the Children’s Amusement Park. 
On December 31 of the current year the balances in his general ledger 
accounts are as follows: 


Accounts Payable 

$ 575 

Miscellaneous Expense 

$ 325 

Buildings 

2,500 

Prepaid Insurance 

480 

Cash 

1,250 

Receipts 

12,000 

Charles Canfield, Capital .... 

5,130 

Rent of Land 

1,200 

Charles Canfield, Personal (dr.) 

3,600 

Salaries 

4,500 

Equipment 

3,500 

Supplies ... 

350 


Adjustments: 

Supplies on Hand, $150. 

Insurance Expired, $160. 

Salaries Payable, $300. 

Rent Payable, additional rent on land, 5% of receipts. 

Instructions: (1) Record the December 31 balances in the accounts. 
Accounts required for this problem are: Cash; Equipment; Buildings; 
Supplies; Prepaid Insurance; Accounts Payable; Salaries Payable; Rent 
Payable; Charles Canfield, Capital; Charles Canfield, Personal; Profit and 
Loss Summary; Receipts; Salaries; Rent of Land; Supplies Used; Expired 
Insurance; Miscellaneous Expense. 

(2) Prepare a trial balance in the first two columns of a ten-column work 
sheet and complete the work sheet. Prepare a profit and loss statement for 
the year and a balance sheet as of December 31 of the current year. 

(3) Record the adjusting and the closing entries, and post to the ledger. 
Close the personal account to the capital account. 

(4) Rule and balance the ledger accounts. 

(6) Take a post-closing trial balance. 


Problem 6-B 

This problem may be completed in the workbook in the space provided 
for Problem S, Chapter VI. 

Louis Franklin on September 1 of the current year commenced business 
as the Wilshire Landscape Architects. The following transactions took 
place during the month; 

Sept. 1. Invested cash, $10,000. 

1. Purchased two trucks for cash, $5,000. 

2. Paid the first four months’ rent, $1,000. 

4. Collected fees, $500. 

7. Paid insurance premiums for one year, $360. 

10. Collected fees, $400. 

12. Purchased equipment on account, $S20. 

14. Paid two weeks' salaries, $900. 
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16 Collected fees 5350 

19 Paid cash for supplies, 5240 

20 Collected fees, $250 

21 Paid cash for telephone and other miscellaneou® expenses, $40 
24 Purchased supplies on account, $90 

28 Paid tno weeks salaries, $900 

28 Paid accounts payable $470 

30 TVithdrew $500 for personal use 

30 Billed fees $2 400 (Debit Accounts Receiv able ) 

End of-montb adjustments 

Supplies Inientorj, $50 

Prepaid Insurance and Prepaid Rent (sec original transactions) 

Salaries Payable for September 29 and 30 $300 

/nsirucfions (1) Record the beginning in\esttnent and the tran®^actions 
in the journal and post to the ledger The accounts required are Cash, 
Accounts Receiiable Equipment Trucks Supplies, Prepaid Insurance, 
Prepaid Rent, Accounts Payable Salaries Payable, Louis Franklin, Capital, 
Louis Franklin, Personal Profit and Loss Summary, Fees, Salanes, Rent 
Expense, Supplies Used Expired Insurance Miscellaneous Expense 

(2) Prepare a trial balance in the first two columns of a ten-column work 
sheet and complete the work sheet Prepare a profit and loss statement and 
a balance sheet m report form for the month 

(3) Record the adjusting and the closing entnes, and post to the ledger 
Close the personal account to the capital account 

(4) Rule and balance the ledger accounts 

(5) Take a post>clo«ing trial balance 


CHAPTER 7 
Problem 7 A 

This problem may be completed tn the tcorkhook tn the space pronded 
/or Problem 2, Chapter VII 

During Apnl of the current year H F Rogers, oivner of the Utilitj’^ 

April 1 Invested the following Cash, $5 000, Store Equipment, $1,500, 
Accounts Payable — Gumps, Inc $1,000 (terms n 60, date of 
invoice March 31) 

2 Purchased additional store equipment on account from Gumps, Inc , 
invoice dated Apnl 1, terms n 60, $500 (Number purchases 
from 601 ) 

5 Purchased merchandise on account from Hollywood Art Co, in- 
voice dated Apnl 4, 2 10 eom, $150 
10 Purchased store supplies on account from X iSL Y Service Supplies, 
invoice dated Apnl 9, terms n 30, $275 
10 Purchased merchandise on account from National Lighting Outfits, 
invoice dated April 10, 1/5 eom, $375 
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April 15. Purchased office supplies on account from Woodworth Stationery 
Co., invoice dated April 1.3, n 30, .$85. 

15. Returned merchandise to National Lighting Outfits, .$75. 

16. Purchased merchandise on account from Hollywood Art Co., in- 
voice dated April 15, 2 10 earn, $75. 

19. Purchased office supplies on account from Woodworth Stationery 
Co., invoice dated April 19, n 30, $35. 

20. Purchased merchandise on account from National Lighting Outfits, 
invoice dated April 19, 1 5 eom, $125. 

25. Purchased merchandise on account from Sylvia Lamp and Shade 
Co., invoice dated April 24, 1 10, n 30, $2,400. 

25. Returned store supplies to X & Y Service Supplies, $25. 

27. Purchased merchandise on account from National Lighting Outfits, 
invoice dated April 27, 1 5 eom, $1,200. 

28. Purchased store supplies on account from X & Y Service Supplies, 
invoice dated April 26, terms n 30, $350. 

29. Purchased merchandise on account from Ken Chinese Lamps, 
invoice dated April 28, 2 10, n 60, $550. 

Instrnctions: (1) Record the above transactions in a purchases journal 
similar to the one illustrated on pages 122 and 123 and in a general journal. 

(2) Open the following accounts in the general lodger, using the page 
numbers indicated : 


Store Equipment . . Page 10 Accounts Payable Page 20 

Store Supplies Page 16 Purchases .... Page 30 

Office Supplies. . . . Page 17 Purchases Returns and 

Allowances Page 31 


Also open the following accounts in the accounts p.nyable ledger: Gumps, 
Inc.; Hollywood Art Co.; Ken Chinese Lamps; National Lighting Outfits; 
Sylvia Lamp and Shade Co.; Woodworth Stationery Co.; and X & Y Service 
Supplies. 

(3) Post from the two journals to the accounts payable ledger and the 
general ledger (e.xcept Cash and H. F. Rogers, Capital). 

(4) Prepare a schedule of accounts payable. 


CHAPTER S 
Problem 8-A 

TJm problem map he completed in the workbook in the space presided 
for Problem 1, Chapter VIII. 

During August of the current j^ear William IMurray, owner of a whole- 
sale novelty firm, completed the transactions given below. The term.s of 
all sales were 2/10, n/30. 

August 2. Sold merchandise on account to George Hall, 130 W. Oak Street, 
sale No. 102, $675. 
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August 9 Sold merchandise oo account to ^ arren Wills, 575 E 7th Street, 
sale No 103, $80 

12 Sold merchandise on account to Albert Smith 8023 N T\a!nut 
BKd , sale No 104, $13o 

16 Sold merchandise on account to George Hall sale No 105, $90 

18 Issued credit memorandum for $75 to George Hall for merchandise 
returned bj him. 

19 Sold merchandise on accoimt to John Thompson, 670 S Orange 
A\e sale "No 106 $SoO 

21 Sold merchandise on account to Albert Smith sale Ko 107, $170 

26 lo'ued credit memorandum for $150 to John Thompson for 
merchandise returned b^ him 

28 Sold merchandise on account to John Thompson, sale No 108, 
$45 

31 Sold merchandise on account to arren Wills, sale No 109, $975 


Iftfiruchons (1) Record the aboie transactions in a sales journal similar 
to the one illustrated on page 129 and in a general journal 

f2) Open the following accounts ui the general ledger, usmg the page 
numbers indicated 


Accounts Recel^ able Page 5 Sales Returns and AUow- 

Sales Page 27 ances Page 2S 

Uso open the following accounts in the accounts recenahle ledger 
George Hall Albert Smith John Thompson Warren TV ills 

(3) Post from the tao journals to the accounts recei\able ledger and the 
general ledger 

(4) Prepare a schedule of accounts reeenable 


Problem 8 B 

JTits problem may be compUled tn the frorkbook tn the space provided 
for Problem 2, Chapter VIII 

Dunng December of the current jear the Spear ilercantile Co 
completed the following transactions The terms of all sales were 2 /lO eom 
Dec 1 Sold merchandise on account to ABC Construction Co Kansas 
Citj.saleNo 70o $580 

3 Sold merchandise on account to Miller Manufacturing Co , Chicago, 
sale No 706, $760 

5 Issued credit rremorandum No 37 for $140 to ABC Construction 
Co for merchandise returned bj it 

7 Sold merchandise on account to Fooler fi, Jones, Denier, sale 
Ko 707, $2,500 

12 Sold merchandise on account to Towle Industries, Los Angeles, 
sale No 708, $1,250 

15 Issued credit memorandum No 38 for $100 to iliUer hlanufactunng 
Co for merchandise returned bj it 

16 Sold merchandise on account to ABC Construction Co , sale No 709, 
$1,500 

19 Sold merchandise on account to J W Keene New York, sale 
No 710, $895 
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Dec. 21. Issued credit memorandum No. 39 for $125 to Towle Industries for 
merchandise returned by them. 

21. Sold merchandise on account to Atlas Corporation, Baltimore, sale 
No. 711, $3,055. 

25. Sold merchandise on account to J. W. Keene, sale No. 712, $2,890. 

26. Sold merchandise on account to Brown, Inc., Jackson\dlle, sale 
No. 713, $695. 

29. Issued credit memorandum No. 40 for $55 to Atlas Corporation for 
merchandise returned by it. 

histructions: (1) Record the above transactions in a sales journal and a 
sales returns and allowances j'ournal. 

(2) Open the following accounts in the general ledger, using the page 
numbers indicated: 

Accounts Receivable Page 5 Sales Returns and Allow- 

Sales Page 28 ances . . Page 29 

Also open the following accounts in the accounts receivable ledger: 
ABC Construction Co.; Atlas Corporation; Brown, Inc.; Fowler and Jones; 
J. W. Keene; Miller Manufacturing Co.; Towle Industries. 

(3) Post from the two j'ournals to the accounts receivable ledger and the 
general ledger. 

(4) Prepare a schedule of accounts receivable. 


CHAPTER 9 
Problem 9-A 

This 'problem may be completed in the 'ivorkbook xn the space provided 
for Problem S, Chapter IX. 

In this problem you are to record and post the transactions of Ai thur 
Godfrey, who began business on August 1 of the current year. 

Ixistrxtciions: (1) Open the following accounts in the general ledger, 
using the page numbers indicated: 


Cash Page 1 

Accounts Receivable Page 2 

Store Equipment Page 3 

Office Equipment Page 4 

Store Supplies Page 5 

Office Supplies Page 6 

Prepaid Rent Page 7 

Accounts Payable Page 8 

Arthur Godfrey, Capital. . . Page 9 
Arthur Godfrey, Personal. . Page 10 


and Allow- 


Sales Returns 

ances 

Purchases . 

Purchases Returns and 
Allowances ... 

Sales Salaries 

Office Salaries .... 
Misc. General Expense 
Purchases Discount . 
Sales Discount 


Page 12 
Page 13 

Page 14 
Page 15 
Page 16 
Page 17 
Page 18 
Page 19 


Sales . . Page 11 

(2) Open the following accounts in the accounts receivable ledger: Janet 
Dairs; Bruce Jackson; Peter Lawson; John Wylie. 
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{3) Open the following accounts in the accounts payable ledger Walter 
Crockett KelK Corporation Paul LawTence Uilliam Snjder Anthony 
Tjler 'Uiliett Inc 

(i) Record the transactions in a purcha«es journal similar to the one 
illustrated on pages 122 and 123 a purchases returns and allowances journal 
page 120 a sales journal page 129 a «ales returns and allowances journal 
page 13o a cash receipts journal page 140 and a cash payments journal 
page 14o Number the invoices for purchases on account the mtoices for 
sales on account and the credit memorandums issued beginning with 1 
Aug 1 Iniested $9 000 cash 

1 Paid rent for two months $600 

1 Sold merchandise on account to Janet Dairs Baltimore $1 000 
The terms of all sales on account are 1 10 n 30 

2 Purchased merchandise on account from Anthony Tyler Chicago 
$3 400 ini oice dated Aug 1 crms 1 10 n 30 

4 Purchased merchandise for cash $o00 

5 Purchased store supplies on account from Kelly Corporation, 
New York Citj Sol inioice dated Aug 5 terms netSOdajs 

5 Received credit from Anthony Tvler for merchandise returned to 
him $lo0 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger 

8 Received $990 from Janet Dairs for invoice of Aug 1 less discount 

8 Sold merchandise on account to Bruce Jackson Kansas City $700 

10 Purchased meichandise on account from T\illiam Snyder Detroit 
$3 200 invoice dated Aug 9 terms 2 10 n 30 

10 Cash sales for Aug 1 10 $1 6o0 

10 Sent a check to Anthony T\ ler m pav ment of mv oice of Aug 1 less 
the return of Aug 5 and less discount Note that the amount of 
the return must be subtracted from the fare of the inv oice before 
the discount is calculated ) 

11 Purchased office equipment on account from Willett Inc San Fran 
CISCO $1 500 invoice dated Aug 10 terms net60dav« 

13 Received cred t from William Snyder for merchandise returned to 
him «120 

13 Sold merchand se on account to John W ylie Denver $oo0 

13 Purchased office supplies on account from Willett Inc $145 
invoice dated Aug 13 terms net 30 days 

Foot from all toumals to the acmiuLta teceivable ledger and the 
accounts payable ledger 

15 Paid semimonthly salaries as follows office salanes $170 sales 
salaries $450 

15 Purchased merchandise on account from Anthony Tyler $2 600, 
mv oice dated Aug 13 terms 1 10 n 30 

18 Allowed John Wylie credit for merchandise returned $70 

18 Sent a check to W illiam Sny der in payment of invoice of Aug 9 less 
credit for merchandise returned Aug 13 and less discount 

19 Received $70 cash for merchandise that was purchased for cash and 
later returned 

19 Received credit from Anthony Tyler for allowance on damaged 
merchandise $60 
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Aug. 20. Sold merchandise on account to Bruce Jackson, $900. 

20. Cash sales for Aug. 11-20, $1,550. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

22. Purchased store equipment on account from Walter Crockett, 
Houston, $1,300; invoice dated Aug. 20; terms, net 60 days. 

23. Sent a check to Anthony Tyler in payment of invoice of Aug. 13 
less allowance received on Aug. 19 and less discount. 

25. Allowed Bruce Jackson credit for damaged merchandise, $40. 

26. Purchased store supplies on account from Kelly Corporation, $70; 
invoice dated Aug. 26; terms, net 30 days. 

27. Sold merchandise on account to Peter Lawson, Miami Beach, $1,360. 

Post from all journals to the accounts receivable ledger and the 
accounts payable ledger. 

29. Received $700 from Bruce Jackson in pajnnent of invoice of Aug. 8. 

29. Paid utility bills, $50. 

29. Purchased office supplies on account from Paul Lawrence, Cleveland, 
$80; invoice dated Aug. 29; terms, net 30 days. 

30. Sent a check to Kelly Corporation in payment of invoice of Aug. 5. 

30. Received $851.40 from Bruce Jackson for invoice of Aug. 20 less 
allov^ance granted on Aug. 25 and less discount. 

31. Paid' semimonthly salaries as follows: office salaries, $170; sales 
salaries, $450. 

31. Withdrew $400 for personal use. 

31. Cash sales for Aug. 21-31, $1,500. 

Ivstructions: (5) Post from the six journals to the accounts receivable 
ledger, the accounts payable ledger, and the general ledger. 

(6) Prepare a trial balance as of August 31. 

(7) Prepare a schedule of accounts receivable and a schedule of accounts 
payable. 


Probleni 9-B 

This problem may be completed in the workbook in the space prodded 
for Problem Jf, Chapter IX. 

Ralph Clark’s bank statement for June showed a balance of $1,110.25 
on June 30. His checkbook on that date showed a balance of .$821.46. 

On comparing the canceled checks with his check stubs he found that 
the following checks had not been returned by the bank: No. 213, .$49.75; 
No. 215, .$25; No. 218, $130.50; No. 219, $90.89. He also discovered that 
one of the canceled checks, No. 208, for .$32.50, had been recorded on the 
checkbook stub as $52.50. A deposit of $221.50 on June 15 had not been 
recorded in the checkbook. A service charge of $1.35 and a counter check 
for $50 had not been recorded in the checkbook. The checkbook record 
included a deposit of $197.50, mailed to the bank on June 30, which did 
not appear on the bank statement. 

Inslriiclions: Prepare a reconciliation of the bank statement. 
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CHAPTER 10 
Problem 10-A 

This problem may he completed »» the ttorkbook in the space provided 
/or Problem 2, Chapter X 

The account balances in the ledger of Henry C Abbott on June 30, 


the end of the fiscal year 

as follows 


Cash 

$ 6100 

Sales Returns and Allow 

$ 5 000 

Accounts Receivable 

14 600 

Purchases 

126,000 

Merchandise Inventory 

loOOO 

Freight In 

4,000 

Equipment 

5 000 

Sales Salanes 

11,750 

Store Supplies 

900 

Advertising 

4,100 

Office Supplies 

500 

Misc Selling Expense 

3,500 

Prepaid Insurance 

900 

Office Salaries 

2,950 

Accounts Payable 

10,100 

Rent Expense 

1,800 

Henry C Abbott Capital 

28 600 

Misc General Expense 

2 000 

Henry C Abbott, Personal 


Purchases Discount 

2,400 

Cdrl 

1,200 

Sales Discount 

700 

Sales 

165 000 




The data for adjustments at the end of the year are: 

Merchandise inventory $25,000 *’ 

Supplies inventories 
Store supplies, $300 
Office supplies, $100 
Prepaid insurance expired, $650 
Prepaid advertising, $500 
Accrued salaries 
Sales salaries, $250 
Office salaries $50 

Instructions (1) Prepare an eigbt-column work sheet for the yearly 
fiscal period 

(2) Prepare a classified profit and loss statement and a classified balance 
sheet 

(3) Record the adjusting entries in a general journal 

(4) Record the reversmg entries as of the beginning of the new fiscal period 


Problem I0*B 

This problem may be completed m the tcorkbook in the space provided 
Jot Problem 3, Chapter X 

The accounts and their balances in the ledger of Robert Mitchell at 


December 31 of the current j ear were as follows: 


Cash 

$ 10,000 

Building 

$10,000 

Accounts Receivable 

30,000 

Land 

2,500 

Merchandise Inventory 

40,000 

Store Supplies 

600 

Store Equipment 

5,000 

Office Supplies 

440 

Office Equipment 

1,500 

Prepaid Insurance 

965 
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Accounts Payable 

Salaries Payable 

Taxes Payable 

Mortgage Payable 

Robert Mitchell, Capital . 
Robert Mitchell, Personal 

(dr.) 

Profit & Loss Summary. . . . 

Sales 

Sales Returns & Allowances 

Purchases 

Freight In 

Purchases Ret. and Allow.. . 

Sales Salaries 

Advertising 


$ 28,000 

Store Supplies Used 

_ 

— 

Insurance Expense on Mdse. 



— 

Insurance Expense on Store 


8,000 

Equipment 



62,210 

Misc. Selling Expense 

$ 150 


Office Salaries 

8,900 

3,800 

Ta.ves . .... 

130 

— 

Office Supplies Used . . . 


182,500 

Insurance Expense on Office 


2,500 

Equipment 

— 

146,250 

Insurance E,xpense on Build- 


. 6,000 

ing 

— 

. 1,250 

Misc. General Expense 

775 

. 9,200 

Purchases Discount 

2,000 

. 4,250 

Sales Discount 

1,000 


The data for adjustments on December 31 were as follows: 


Merchandise inventory $56,000 

Inventories of supplies: 

Store supplies 230 

Office supplies 170 

Prepaid insurance expired: 

On merchandise. . $180 

On store equipment 50 

On office equipment 15 

On building 120 365 


Salaries payable: 

Sales salaries $800 

Office salaries 700 1,500 


Taxes payable ..... 90 


Inslruclioits: (1) Open an account in the ledger for each account listed. 
Enter the balances in the appropriate accounts under date of December 31. 

(2) Prepare an eight-column work sheet for the fiscal period. 

(3) Prepare a profit and loss statement and a balance sheet. 

(4) Record the adjusting entries in a general journal and post to the 
ledger accounts. 

(5) Record the closing entries and post to the ledger accounts. 

(6) Rule and balance the ledger accounts. 

(7) Prepare a post-closing trial balance. 

(S) Record the reversing entries as of January 1 and post to the ledger 
accounts. 


CHAPTER 11 
Problem 11-A 

This vrohlcm may be completed hi the workbook in the space prorided 
for Problem 1, Chapter XL 
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The notes receivable and notes payable accounts of J B. Rose are 
given below Assume that each unpaid note is paid on the date it is due. 

Notes Receivable 

19 - 19 

May 7 5/3 —60 day 6% 1,800 June 12 900 

16 5/13—30 day 8% 900 

June 5 6/1 —2 mo 1% 1,350 

17 6/16— 30 day 6% 1,500 

July 3 7 6 —30 day 6% 750 

23 7 15—60 day 8% 2,160 

Notes Payable 

TgTI 19-- 

June 14 1,500 May 1 5 1 —2 mo 6% 3,000 

' 15 5/15—30 day 6% 1,500 

I June 9 6 7 —60 day 7% 2,250 

20 6/16—30 day 8% 900 

' July 9 7 9 —60 day 6% 2.700 

I 21 7 21—30 day S% 750 

In$lruetiona Record the entnes required by these receipts and payments 
in a cash receipts journal and a cash payments journal with columns similar 
to those illustrated m this chapter 

Problem 11 *8 

This problem may be completed in the u-orkbook in the space provided 
for Problem 2, Chapter XI 

John A Nelson completed the transactions listed below, among others, 
dunng a three-month fiscal period 

Apr 1 Received from J E Moore, a customer, a 60-day non interest- 
bearing note for $3,000, dated April 1 
15 Discounted at the Central Trust Bank at 6% his own 90-day note 
for $1,000 

18 Discounted at the Central Trust Bank at 6% the note received 
from J E Moore, dated April 1 

20 Gave A E Rogers, a creditor, a 60 day, 6% note for $2,000 
May 2 Discounted at the Central Trust Bank at 6% a 6% note for $4,000 
received from D Engel on March 1, due in six months 
11 Received from R A Clark, a customer, a 20-day, 4% note for 
$6,000, dated May 9 

31. Received payment from R A Clark for the note of May 11 
June 2 Notified by the Central Trust Bank of the dishonor of the note of 
April 1 signed by J E Moore Paid the bank the face value of the 
note and a $5 protest fee 

18 Paid amount owed on note issued to A E Rogers dated Apnl 20 

24 Receiv ed payment from J E Moore for the note of Apnl 1 including 
interest of $12 from the date of matunty. 

Instructions Record the transactions in a cash receipts journal, a cash 
payments journal, and a general journal like the ones in Chapter XI. 1“ 
discounting notes, use the actual number of days to matunty. 
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CHAPTER 12 
Problem 12- A 

This problem may be completed in the workbook in the space provided 
for Problem 2, Chapter XII. 

The balances in the income and expense accounts of Donald Bourn 
for the year ended December 31, before adjustments, are: 


Sales $88,000 

Purchases 74,500 

Sales Salaries 6,400 

Misc. Selling Expense 560 

Rent Expense 2,200 

Office Salaries 2,400 

Misc. General Expense . . . 700 

Interest Income 300 


Adjusting entries based on the following information are required in 
order to determine the profit or loss for the year. 

(a) Merchandise inventories: January 1, $11,500; December 31, $17,680. 

(b) Office supplies used, $185. 

(c) Insurance on store equipment and merchandise, amount expired, $120. 

(d) Three months’ rent, $900, paid December 1 and charged to Prepaid 
Rent. 

(e) Additional sales salaries, $300; office salaries, $200. 

(f) Taxes payable, $75. 

(g) Interest for 15 days at 8 per cent on a customer’s note for $6,000. 

Inslruclions: (1) Prepare adjusting journal entries. 

(2) Open a profit and loss summary account and income and e.xpense 
accounts. In addition to those listed above with December 31 balances before 
adjustments, accounts wall be needed for Expired Insurance on Store Equip- 
ment and Merchandise; Tax Expense; and Office Supplies Used. Arrange 
these accounts in the proper order. 

(3) Record the December 31 balances in the proper accounts and post to 
the profit and loss summary account and to the income and expense accounts. 

(4) Prepare a classified profit and loss statement. 


Problem 12-B 

This problem may be completed in the workbook in the space provided 
Jor Problem 3, Chapter XII. 

The balances in the ledger accounts of N. Cole for the month ended 
May 31, 1950, before adjustments are: 



6S0 


ACCOUNTING PRINOPLES 


Cash ^ 6 -20 Sales $30 000 

Notes Receirtble 1 SOO Purchases 15 400 

Merchandise In\entori 2a 000 Freight In 600 

Store Suppl es 649 Selling Expenses (Control) 3 830 

Prepaid Insurance 2 500 General Expenses (Control) 4 0 

Prepaid Rent 3 000 Interest Income 29 

Notes Pa\ able 15 000 Interest Expense 60 

N Cole Captal 15 000 


The data for adjustments are 

(a) Merchandise ini entor\ Ma\ 31 <21 000 

(b) Store *uppl es u^ed <340 Selling Expenses) 

(c) Insurance expired $60 General Expenses) 

(d) Three months rent $3 000 paid Ma% 1 and charged to Prepaid 
Rent (General Expenses 

(e) Additional sales salaries $c»00 Selling Expenses) 

(f) Interest for *’0 daxs at 6 per cent on customer s note for $1 SOO 

(g) Interest at 6 per cent for SO daxs on a note paj-able of $15 000 
In^irvclwns 11 Prepare an S-colutnn worV. sheet for the menth ended 

Max 31 19o0 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record adjusting closing and rexersing entnes 


CHAPTER 13 

ProbleiD 13 \ 

This problem may be conplctcd tn Ihe trorlbooL tn (he space pronded 
for Probkii 1 Chapier \III 

The follovang tran&actioni were selected from tho e completed by 
Lee Robertson 

Dec 31 1948 Recorded the proxiaon for loss from bad debts at 1*^ of sales 
of $o00 000 

Max 18 1949 Wrote off the account of Mark Allen $1 oOO as uncollectible. 
Sept. 1 1949 Dand Burke paid 60 cents on the dollar on his $o00 accounL 
The balance of the account was xentten off as imcoHectible. 
Dec 31 1949 Recorded the proxision for loss from bad debts at of 
of sales of $350 000 

Mar 1 19o0 Wrote off the account of Paul Demcks <2 000 as unco] 
lectible 

Aug 16 1950 Receixed $200 from Daxud Burke in pajment of his account 
x^Titten off on September 1 1949 

Dec 31 19o0 Recorded the jjroTision lor loas from bad debts at of 
of sales of $525 000 

In^fTi ettoni (1) Record the foregomg transactions in general journal 
form 

{*’) Open a reserxe for bad debts account. Post the journal entnes to 
the account and rule and balance the account at the end of 1949 and 19->n 
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Problem 13-B 

This problem may be completed in the workbook in the space prorided 
Jor Problem 2, Chapter XIII. 

The account balances in the ledger of Harold Ruggles on December 31, 


the end of the fiscal year, were as follows: 


Cash 

$ 17,100 

Sales Returns and Allow.. . 

$ 6,000 

Accounts Receivable 

45,000 

Purchases 

375,000 

Reserve for Bad Debts 

2,100 

Freight In 

9,000 

Merchandise Inventory 

48,000 

Sales Salaries 

36,000 

Furniture and Fixtures. . . . 

18,000 

Advertising 

12,000 

Store Supplies 

3,600 

Misc. Selling Expen.se. . . . 

10,800 

Office Supplies 

1,800 

Office Salaries 

9,000 

Prepaid Insurance 

2,400 

Rent. . . 

5,400 

Notes Payable 

30,000 

Misc. General Expense. . . 

6,300 

Accounts Payable 

24,300 

Purchases Discount 

7,500 

H. Ruggles, Capital 

61,800 

Interest Income 

600 

H, Ruggles, Personal (dr.) . . 

3,000 

Sales Discount 

2,400 

Sales 

486,000 

Interest Expense 

1,500 

The data for adjustments are; 



Bad debts, of 1% of gross 


Office supplies inventory. . , 

. .. $ 300 

sales 


Expired insurance 

, . . 1,800 

Merchandise inventory 

$72,000 

Prepaid advertising 

1,500 

Store supplies inventory . . . 

900 

Interest payable 

300 


Inslruclions: (1) Prepare an 8-column work sheet for the current year. 

(2) Prepare a profit and loss statement and a balance sheet. 

(3) Record the adjusting entries. 


CHAPTER 14 
Problem 14-A 

This problem may be completed in the workbook in the space provided 
for Problem 3, Chapter XIV. 

Victor Reynolds operates a frozen-food business. During the years 
1949-51 the following transactions relating to his refrigerator display 
cabinets took place: 

Apr. 1,1949. Purchased one Alaska Cabinet for cash, $7,200. The estimated 
life was 6 years. 

July 1, 1949. Purchased a Zero Case for cash, $4,000. The estimated life 
was 5 years. 

Dec. 31, 1949. The adjusting entry was made to record depreciation for the 
year. 

July 1, 1950. The Alaska Cabinet was traded in on a new Cold-Air Cabinet. 

The list price of the new cabinet was $8,400 with $4,000 
allowed on the old cabinet and the balance paid in cash. The 
new cabinet has an estimated life of 7 years. (Record the 
transaction as if the cabinet had been sold for the trade-in 
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Dec 31, 1950 The adjusting entry was wade to record depreciation for the 
year 

July 1, 1961 The Zero Case was sold for $2,400 cash and a new Frozen-Air 
Case was purchased for cash, $6,000 The new cabinet was 
estimated to have a 6 year life 

Dec 31, 1951 The adjusting entry was made to record depreciation for the 
year 

InslTUCltons (1) Journalize the foregoing transactions 

(2) Open general ledger controlling accounts for Refngerator Display 
Cabinets and Reserve for Depreciation of Refngerator Display Cabinets 
Post to these two accounts 

(3) Set up a separate account in the subsidiary ledger for each cabinet 
After each transaction, record all the necessary details in the subsidiary ledger 
accounts 

(4) Reconcile the balances in the two control accounts with the details 
found m the subsidiary cabinet ledger as of December 31, 1951 

(5) Record the transaction of July 1, 1960 according to the method 
required for income tax purposes, but do not post to the accounts 


Problem 14-B 

Tkts prohlm may be completed tn the workbook in the space pronded 
Jot Problem k. Chapter XIV 

The account balances in the ledger of Max Samuel on December 31, 
the end of the fiscal year, were as follows 


Cash $21,000 

Accounts Receivable 74,480 

Reserve for Bad Debts 1,200 

Merchandise Inventory 60,000 

Store Fixtures 40,000 

Reserve for Depreciation of 
Store Fixtures 8,000 

Office Fixtures 8,000 

Reserve for Depreciation of 

Office Fixtures 3,200 

Store Supplies 8 000 

Office Supplies 3,200 

Prepaid Insurance 4,800 

Notes Payable 48 000 

Accounts Payable 72,800 


The data for adjustments are: 

Bad Debts, an additional of 1% 
of sales 

Merchandise inventory, $100,000 
Depreciation of store fixtures, 10% 
Depreciation of office fixtures 20% 


Max Samuel, Capital 

$100,000 

Max Samuel, Personal (dr ) 

12,000 

Sales 

400 000 

Purchases 

340,000 

Freight In 

20,000 

Sales Salaries 

12,000 

Advertising Expense 

8 000 

Misc Selling Expense 

4,000 

Office Salaries 

6,000 

Rent Expense 

7,200 

Misc General Expense 

6,800 

Purchase Discount 

6,800 

Sales Discount 

1,440 

Interest Expense ... . 

3 080 


Store supplies inventory, $1,600 
Office supplies inventory, $800 
Expired Insurance, $3,600 
Interest accrued on notes payable, 


$280 

Instructions (1) Prepare an 8-column work sheet 

(2) Prepare a profit and loss statement and a balance sheet 

(3) Record the adjusting, closmg, and reversing entries 
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CHAPTER 15 
Problem 15-A 

This problem may he completed in the workbook in the space provided 
for Problem 1, Chapter XV. 

The following transactions involving petty cash were completed by 
the Jefferson Equipment Company during the month of August: 

Aug. 1, Drew check No. 224 for $20 to establish a petty cash fund. 

4. Paid $3.50 to have sales letters mimeographed. 

6. Paid the charges on a telegram received, 90 cents. 

8. Paid $4.50 for twine for use in the store. 

10. Gave 50 cents to a boy for delivering a package to a customer. 

15. Gave Leon Wiedemer $4.50 for painting an advertising poster. 

23. Paid 48 cents for having letters registered. 

29. Paid $3.75 for repairs on a typewriter. 

31, Drew cheek No. 256 to replenish the petty cash fund. 

Instructions: (1) Record the check to establish the petty cash fund in 
a check register. Enter the amount of the fund in a petty cash book having 
the same form and columns as the book illustrated on page 259 of the text, 
and then record the payments in this book. 

(2) Total and rule the columns of the petty cash book and bring down the 
balance. Record the replenishing check in the check register, the general 
journal, and the petty cash book. 


Problem I5-B 

This problem may be completed in the workbook in the space provided 
for Problem 5, Chapter XV. 

D. Harrington’s accounting records include a check register, a petty 
cash book, and an insurance policy register similar to those illustrated in 
the text, and a two-column general journal. 

The following transactions were among those completed in August, 
1950: 

Aug. 1. Issued check No. 722 to establish a petty cash fund, $50. 

1. Issued check No. 723 to Price, Inc. for August rent, $500. 

2. Issued check No. 724 in the amount of $240 to the Bedford Insurance 
Agency for Policy No. S6549 with the Atlas Indemnity Co. The 
policy, dated August 1, 1950, and effective for one year, is a surety 
bond* on Harrington’s employees and gives him protection of $10,000. 

4. Issued check No. 725 to Bedford Insurance Agency for two insurance 
policies. One policy. No. M98364, is vdth the Aetna Fire Insurance 
Co., covers merchandise for $140,000, has a premium of $1,440, and 
is effective for three years from August 1, 1950. The second policy. 
No. P206S, is with the same company, covers equipment for $40,000, 
has a premium of $192, and is effective for one year from August 1, 
1950. 

6. Paid $10 out of petty cash for stamps (Office Supplies). 

5. Issued check No. 726 for $10,000 in payment of a note payable to 
the City National Bank. 
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Aiig 10 

12 . 

14 

14 

1" 

19 

24 

26 

31 

31 

31 

’1 


Paid Iroin petti cash exp'^s cha-ges ol ?5 on a aiapraent o! ner 
chandise recen ed (Freight In) 

Paid $3 I’om pett\ cash for a te egram. 

SpoJed check No ‘"27 

Issued check No 728 to Pne-s Msnufa'mmng Co for iri-\oiee of 
^6 000 less 2c^ discount. 

Paid SI from pettr cash for messenger senice. 

Paid $8 from pett\ ca'h fo' flo-we-s used djimg the month in 
counte- displai-s (Miscellaneotis Selling Expense) 

Issued check No '’29 to SeJe^ Inc- fo' m%oice ?8 000 less 
discount. 

Paid So from petn cash for repairs to ca®h register (ilis^eOlanf-jus 
Selling Expense 
Spoiled cheek No "30 

Issued check N o "31 for salanes and ^ages of $1 650 
Issued check No "32 to replenish the pettj cash fund. 

Issued check No "33 to D Harrington for personal use $4o0 


/ns Tvelions 1) Pecord the foregoing transactions. Fo* petty cash 
replenishment rule and foot the petn cash book and p-epare a geae^sl 
journal ent^ for the expense distribution 

(2) Enter and distnbute insurance policj premiums for the balance of 
the 5 ear Prepare a journal ent^ to adjust prepaid insurance on August 3E 
(5) Rule and foot the che-k register 

(4) The bank statement fo August ehoa-s an August 31 bank balance of 
116 800 With the exception of Nos. "29 and "33 all checks ^ere Te*Timed 
mtb the ftatement The cash account has an August 31 balance of $*,430 
Prepare a bank reconciliation. 


CHAPTER 16 
Problem 16 A 

This prollem may be completed tn the uorJ-booh tn the space pronded 
Jot Problm 2 Chapter X\^I 

Konnan Paul opened a retail grocerj business on June 1 He Ttil] us“ 
the voucher Eystem. All bilU are to be paid upon re<»ipt of invoice or 
within the discount period The following transactions were selected 
from those completed during June 

June 1 Issued check N o 1 for $“*00 to Ralph, Inc m pa\Tnent of sto’-e rent 
for June (Number the louche’a beginning ■with 1 ) 

1 Bought sto’-e equipment from Becke*^t Equipment Co., $3 000, 
terms 2/10 n SO 

1 Is'ued check No 2 for $60 to the ABC Produce Co fo’ fruits and 
i egetables 

2. Issued check No 3 for $loP to H. F Nelson for store supplies. 

2 Bought groceries from Acme Wholesale Grocery Co , $600, terms 
2/10, n/30 
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June 3. Purchased office equipment from the Steele Co. .?500: terms 4/10 
n/30. 

8. Issued check No. 4 for $120 to Browti, Inc. for fruits and vegetables. 

8. Bought groceries from Lantin Corp., $518; terras 2, 10, n,30. 

9. Issued check No. 5 in payment of voucher No. 2. 

10. Issued check No. 6 for $69 to the Office Supplies Corporation for 
office supplies. 

10. Purchased groceries from the Anderson Co., $354; terms 2,10, n 30. 

12. Issued check No. 7 in payment of voucher No. 5 and check No. 8 in 
payment of voucher No. 6. 

13. Issued check No. 9 in payment of the semimonthly payroll as 
follows: Office Salaries, $40; Sales Salaries, $50. 

15. Issued check No. 10 for $38 to ABC Produce Co. for fresh fruits and 
vegetables. 

15. Purchased groceries from the Elite Canning Company, $635; 
terms 2/10, n '30. 

18. Issued check No. 11 in payment of voucher No. 8. 

20. Issued check No. 12 in payment of voucher No. 10. 

22. Purchased fresh fruits and vegetables from the ABC Produce Co., 
$220; terms 2/10, n/30. 

30. Issued check No. 13 in payment of the semimonthly payroll as 
follows: Office Salaries, $40; Sales Salaries, $50. 

30. Issued checks as follows: 

No. 14, City Power and Gas Co., $20. 

No. 15, Valley Dairy for purchases during the month, $313, 

No. 16, Bell Telephone Co., $15. 

80. Norman Paul withdrew by check No. 17 $250 for personal use. 

Insiniclions: (1) Record the June transactions in a voucher register and 
a check register like the ones illustrated on pages 276, 277, and 279. 

(2) Total and rule the voucher register and the check register. 

(3) Post the totals of the vouchers payable columns to the vouchers 
payable control account. Prove the June 30 balance of this account by pre- 
paring a schedule of unpaid vouchers as shovm by the voucher register. 


CHAPTER 17 
Problem 17-A 

This problem may be completed in the workbook in the space provided for 
Problem 1, Chapter XVII. 

The Burbank Company emploj^s nine people. Two receive straight 
weekly salaries and seven are employed on an hourly basis with time and 
a half for overtime. Regular time consists of a fortj'-hour week. The 
following table shows the employees, the classification of salaries, the 
hours worked, and the rate of pay for the week ended May 31: 
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Salary 

Over- 

Regular 


No 

Name 

Classiti- Total 

time 

Hourly 

Weekly 



CATION Hours 

Hours 

Rate 

Rate 

1 

Albert Armer 

Office 



$120 

2 

Vincent Bogert 

Office 



150 

3 

El eljTi Dodd 

Office 43 

3 

$1 80 


4 

Bill lYeedman 

Sates 40 


1 60 


5 

Jerry Gollard 

Sales 44 

4 

1 60 


6 

Robert Schiller 

Sales 42 

2 

1 20 


7 

Philip Sharp 

Office 40 


1 80 


8 

George Thomas 

Sales 43 

3 

1 80 


9 

John Webb 

Sales 44 

4 

1 80 


The employer was required to make the following deductions from the 

May 31 payroll 







Income Tax 

Employees’ 

Union 



WiTHBOLDLNC 

Hos'd Fund 

Dues 


Albert Armer 

$13 20 

$10 00 




Vincent Bogert 

15 00 

10 00 




E\elyn Dodd 

8 40 

4 00 




Bill r>eedman 

5 20 

6 00 


$1 00 


Jerry Gollard 

6 80 

4 00 


1 00 


Robert Schiller 

2 20 

2 00 


1 00 


Philip Sharp 

10 60 

3 00 




George Thomas 

8 40 

4 00 


1 00 


John Webb 

5 00 

2 00 


1 00 


Federal old-age insurance tax 1% 
State unemployment tax 1 % 





In addition the employer was taxed at the following rates on the total 
of the payroll 

Federal old age insurance tax 1 % 

Federal unemployment tax 0 3% 

State unemployment tax 2 7% 

Jnstrudtons (1) Usmg a payroll record like the one on pages 294 and 
295, enter the payroll data for the week 

(2} Make the journal entry to record the pajToll and the deductions 

(3) Checks numbered 621 to 629 were issued in payment of the salaries 
and wages for the week Record these checks in a check register like the one 
on page 297 

(4) Make a journal entry to record the employer’s pajTolI tax expenses 
and liabilities 


Problem 17'B 

This problem may be completed tn tht ttorkboofe tn ike spots provided /or 
Problem 3, Chapter XVII 

The Blair-Cowan Co employs ten people Two receive straight 
weekly salaries and eight are employed on an hourly basis with tune and 
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a half for overtime. Regular time consists of a forty-hour week. The 
foUoLg table shows the employees, the classificabon of salanes, 
hou^^ worked, and the rate of pay for the week ended August 31. 


No. Name 

1 Elizabeth Blair 

2 William Cowan 

3 Charles Elliott 

4 Dorothy Fisher 

5 Geraldine Gould 

6 Virginia Harrison 

7 Helen Morrison 

8 Oscar Nelson 

9 Louise Peterson 
10 Walter Smith 


Salary 

Classifi- 

cation 

Officer 
Officer 
Sales 
Office 
Sales 
Office 
Office 
Sales 
Sales 
Sales 


Total 

Hours 


40 

46 

44 
40 

45 
48 
40 
40 


Over- 

time 

Hours 


6 

4 


Regular 

Hourly 

Rate 


$2 50 


Weekly 

Rate 

$165 

150 


5 

8 


50 

00 

00 

50 

50 

00 

00 


) waiter onn'.ii 

■ j 4 - rv.oLf> the following deductions from the 
The employer was required to mak 

August 31 payroll: Employees Union 

Income Tax kttkd Dues 

Withholding 

$27 90 
24 60 
9.00 


Elizabeth Blair 
William Cowan 
Charles Elliott 
Dorothy Fisher 
Geraldine Gould 
Virginia Harrison 
Helen Morrison 
Oscar Nelson 
Louise Peterson 
Walter Smith 


11 70 
13 50 

7 80 
11 10 

8 70 
13 50 
10 20 


Employees 
Bond Fund 

$15 00 
15 00 
7 50 
3 00 
11.25 
6.00 

3 00 
7 50 

4 50 
3.00 


$1 50 
1.50 


1 50 
1 50 
1.50 


1 % 


Federal old-age insurance tax 

State unemployment tax current week. 

on t. 

In addition the employer was 
of the payroll: 

Federal unemployment tax 

Federal old-age insurance ‘ 

State unemployment tax • 294 and 

I-nslrudions: (1) f^/th^week. 

295, enter the payroll data for payroll and the deductions. 

(2) Make the journal entry to rec payment of the wages 

y, Checks nc^heced SCI - c ch£k cecis.or like .... one 

and salaries for the v.eek. nonces 

on page 297. ^ 1^3 employer’s payroll tax ex 

(4) Make a journal entrj t 
and liabilities. 
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CHAPTER 18 
Problem 18«A 

This pTohlem may he completed tn the workbook in the space provided for 
Problem 1, Chapter XVIII 

Examination of the records of Mr and Mrs Anthony Blum for ihe 
calendar year 1950 reveals the following information 


Income — Mr Blum 

Share of profit of a partnership received in cash $10,000 

(Total share, $14,000) 

Rent income from property owned 2,000 

Dividends on stock 500 

Income — Mrs Blum 

From securities (dividends and interest) 1,130 

Proceeds from sale of stock 4,000 

(The stock cost $2,000 when purchased 5 months earlier) 
Expenditures — Mr Blum 

Repairs on rental property 30 

(Building cost $10,000 and has a 20*year life) 

Property taxes on rental property 50 

Property taxes on residence and personal property 200 

Loss by theft (no insurance) IBO 

Travel expenses for rental property 60 

Payments on estimated federal income tax for 1950 2,400 

Contributions 1,200 

Personal expenditures 2,500 

Expenditures — Mrs Blum 

Charitable contributions 2 000 

Personal and family expenses 8,000 


Additional Information 

Mr and Mrs Blum are 50 years of age and have good vision Mrs 
Blum’s father, who is 75 years old and blind, is supported by the family 
He has no income Mr and Mrs Blum will file a jomt income tax 
return 

Inziriieiions’ (1) Calculate (a) the joint adjusted gross income of Mr and 
Mrs Blum and (b) their "other” deductions 

(2) Calculate the total tax liability, using the hypothetical rates shown 
on page 319 How much must be paid when the return is filed’ 

Problem 18-B 

This problem may he completed tn the workbook in the space provided for 
Problem S, Chapter XVIII 

The accounts of the Fargo Retail Store are kept on a monthly basis 
On January 31 Mr Fargo estimates that the property taxes for the cur- 
rent year will be $600 On March 25 the tax statement showing a tax 
liability of $605 is received That amount is paid in full on April 15 
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Tnslrnctions: (1) Record in general journal form all of the entries per- 
tainSfto properly taxes for the first six months of the year. Include the 

m "w "aTitems pertaining to property taxes would appear in the balanee 
Bheeiot January 31! March 31! April 30! Decenrber 31? 


CHAPTER 19 
Problem 19-A 

rte probicn, n.a„ k cmplclri in ,l,e in Ihe spare pror,«/or 

were as follows: 

Charles Blair, Capital 


19-- 
Mar. 1 


2,000 


19-- 

Jan. 2 Balance v 
Sept. 1 


7,500 

500 


cporoe Murphy, Capital_^ 


Jan. 2 Balance n 

L f -SI 000 for the year, give the journal 

Instructions: (1) Assuming a profR_of ^-.^3^, and loss summary account 

entries required to transfer the a distributed on . 

to the partners’ personal accounts if entr, 

the following bases: (0'^. ".^^Pf.^f'SSive amounts.) 
the procedure in determining respec 

r'x'i According to the original ln^esul 

(b) AccordinI to the be allowed on the average capital, 

(c) Interest of 6 per 5® be distributed as follows: Blai , /c 
and the balance is to oe 

Murphy, 65%. allowed on and 

® riSfsstrL’oi 3000 

I^Iurphy respectively, a artners’ shares in the profit 

(2) Pcepnre » ?.“« tS 
under the four conditions statea 

^TnT^onBoo,. on ,i,n Prn. pronM 

This problem may be 

Jor it folloxoing Problem S, Chapt . - artnership on Januarj' 

Louis Burger and WMam ^^^ded ftu. nronthly salanes 
19 . The articles of copar 
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of $300 and $350 were to be allowed Berger and Levitt respectively 
Interest of 6% was to be allowed on onginal investments before equal 
distribution of profits 

The following were account balances on December 31, the end of 


the first year of the partnership 

Cash $ 3,600 

Notes Recei\ able 8,000 

Accounts Receivable 13,400 

Merchandise Inventory 19,000 

Store Equipment 5,000 

Office Equipment 1,400 

Store Supplies 400 

Office Supplies 240 

Prepaid Insurance 160 

Notes Payable $ 4,000 

Accounts Payable 4,600 

Louis Berger, Capital 18,000 

Louis Berger, Personal 850 

William Levitt, Capital 17,000 

William Levitt, Personal 460 

Sales 69,400 

Sales Returns and Allowances 1,490 

Purchases 48,000 

Selling Expenses 6,000 

General Expenses 5 000 


Data for adjustments (debit Selling Expenses or General Expenses 
for expen«e accounts unless otherwise indicated, and open reserve ac- 
counts where necessary) 

(a) Merchandise inventory, December 31, $16,400 

(b) Prepaid expense inventories store supplies $270, office supplies, 
$190, prepaid insurance $120 

(c) Depreciation of equipment, 10% per annum 

(d) Provision for loss from bad debts 1% of gross sales 

(e) Interest receivable interest at 6% on a $4 000 note from October 
2 (90 dajs), on a $2,400 note dat^ December 21 (10 days), and on 
a $1,600 note dated December 1 (30 days) 

(f) Interest payable (debit Interest Expense) interest at 6% on a $2,000 
note payable from November I (60 days) (The other note is non- 
interest bearing ) 

Instructions (1) Prepare an eight-column work sheet 

(2) Prepare a profit and loss statement including distnbution of net in- 
come to partners and a balance sheet (Capital accounts represent the original 
investments ) 

(3) Prepare a statement of partners’ capital accounts 

(4) What amounts do the partners report on their income tax returns’ 
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CHAPTER 20 
Problem 20-A 

This 'problem may be completed in the 'workbook in the space provided for 
Problem 3, Chapter XX 

A. B. AND C. 

Balance Sheet 
April 30, 19 - - 

Assets Liabilities & Proprietorship 


Cash 

$ 2,500 

Liabilities 

.$11,000 

Other Assets 

60,000 

A., Capital 

. . 20,000 



B., Capital 

. .. 16,250 



C., Capital 

. . . 15,250 

Total Assets 

$62,500 

Total Liab. and Prop. . 

. . $62,500 


A, B, and C share profits in the ratio of 5:3:2 respectively. 

Instructions: Prepare general journal entries to record the liquidation 
under the following circumstances: 

(1) If all of the other assets are sold for $22,600. 

(2) If all of the other assets are sold for $20,000. 

(3) If all of the other assets are sold for $15,000 and the estate of A., 
deceased, subsequently pays the amount owed to the partnership but not 
until after the first cash distribution. 

(4) If all of the other assets are sold for $12,500 and it is definitely deter- 
mined that collection from partners with debit balances is impossible. 


Problem 20-B 


This problem may be completed in the workbook in the space provided for 
Problem f, Chapter XX. 

The account balances on the post-closing trial balance of Black and 
White were as follows on December 31; 


$1,250 



2,500 


Merchandise Inventory • ■ • ■ 

1,750 

1,200 


Reserve for Depreciation of Delivery Equipment. . 

Reserve for Depreciation of Office Equipment 

Reserve for Depreciation of Building 

Land 

Notes Payable 

Robert Black, Capital 

Charles White, Capital 

1,800 

7,500 

900 

$ 360 

540 

750 

1,450 

1,150 

8,600 

4,050 
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It IS agreed that a new partner, Paul Gray, is to be admitted to the 
partnership. 

Instrvclions (1) Prepare journal entnes to correct the books of Black 
and White before the new partnership is formed In making the corrections 
assume that Black and White share profits in a 2 1 ratio The corrections are 

(a) A reserve for bad debts of $750 is to be entered on the books 

(b) Merchandise in the amount of $450 is found to be obsolete and 
unsalable and is to be removed from the inventory 

(c) Inadequate depreciation has been taken on the fixed assets The 
reserves for depreaation should be increased by the following 
amounts reserve lor depreciation of delivery equipment, $90 
reserve for depreciation of office equipment, $360, reserve for 
depreciation of building $150 

(d) The land is valued at $1 275 

(e) Various unpaid vouchers amounting to $225 were not included 
in the accounts payable at December 31 

(2) Prepare a new post-closing trial balance for the partnership of Black 
and White after the foregoing corrections 

(3) Record the admission of Paul Gray as a partner, using the bonus 
method Gray invests $2 500 in cash a building worth $6 250 and land 
va’ued at $750 He is to receive a one-half interest m the partnership and 
the profits 

(4) Prepare a balance sheet for the new partnership of Black, White, 
and Gray 


CHAPTER 21 
Problem 21 A 

This priAlem "may be tomj^eled w the workbook in the space protided /or 
Problem 1, Chapter XXI 

The Irwin Corporation and the Moran Corporation both received 
their charters and began busmess on January 2 1942 Both corporations 
had the same capitalization 2 000 shares of 3H per cent cumulative 
preferred stock, par $100, and 2 000 shares of common stock, par $50 
In each case the board of directors declared dividends on preferred stock 
whenever there was a credit balance m the surplus account at the end of 
the year, and declared dividends on common stock amounting to one 
half of the difference between the earnings m any year and the preferred 
dividends paid in that year 
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MORAJJ 

Corporation 

$ 2,000 loss 

7.000 loss 

1.000 profit 

5.000 loss 

47.000 profit 

43.000 profit 

39.000 profit 

45.000 profit 

32.000 profit 

19.000 profit 


The profits and the losses (after provision for income tax) for a period 
of ten years are as follows: 

Irwin 

Corporation 

1942 $ 1,000 loss 

1943 3,000 loss 

1944 5,000 loss 

1945 19,000 profit 

1946 17,000 profit 

1947 15,000 profit 

1948 18,000 profit 

1949 20,000 profit 

1950 10.000 profit 

1951 6,000 profit 

( 1 ) Show 

corporation. Use columns wi p fej^ed Stock; To Common Stock; To 

sSX'or “““ ” 

items by encircling them. ^ naid on preferred and 

.Waived par ah.ra on aonamon and 

preferred. Stock for the ten-year period/ 

Problem 21 -B 

TMs pro«» h. «l..ed .» .ke «orUoo^ « 

ProUem 2 , Chapter XXI. ^ 

Jack Ferguson and George ' J^i^eTs.’ They decide to form 

active participation in their 53545 The balance sheet of the 

a corporation to take over the firm s assets. 

partnership is as follows: 

FERGUSON AND BONCHAR 
Balance Sheet 
April 1, 19- 


rooi, $ 6,000 

Notes Receivable or-’noo 

Accounts Receivable jo’. 7 i;n 

Inventories 

“Sarva;::*S^ IW"” 
"fiTaaaka:::^ U,B00 

Land ‘ 

Total Assets; ?130^ 


Jack Ferguson, Capital... 'g’^QQ 

George Bonchard,. Capital , 


Total liab. and Prop $1^0^ 
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The partners, together with James Pickford, who would like to join 
in the new enterprise, agree to the following plan; 

(a) The corporation is to be known as the Pickford Corporation, and its 
authorized stock is to consist of 2,600 shares of common stock, par 
value $100 

(b) The partners are to withdraw all of the cash from the firm, each 
partner to receu e an equal amount All of the other assets are to be 
transferred to the corporation The partners are to receive common 
stock at par value m payment for their interests m the partnership 
In determining their interests, a reserve for bad debts of $1,000 is to 
be set up against accounts receivable, and the land is to be valued at 
$ 20,000 

(c) Pickford, who owms land that is desirable for expansion purposes, is 
to be given 100 shares of common stock upon transfer of his land to 
the corporation Pickford also agrees to purchase 175 shares of 
common stock at par upon the organization of the corporation 

The Pickford Corporation is mcorporated, and on April 1 the fore- 
going transactions take place 

fnslruetions (1) Prepare the journal entries to record the withdrawal of 
cash, to re\ alue the assets as agreed, and to close the books of the partnership 

(2) Prepare the journal entries to record the opening of the books of the 
corporation 

(3) Prepare a balance sheet to report form for the corporation. 


CHAPTER 22 
Problem 22-A 

This problem may be completed tn the icorkbook %n the space provided for 
Problem 2, Chapter XXII 

The following is the trial balance of the Slavick Corporation one month 
after its organization; 


SLAVICK CORPORATION 
Triai. Balance 
March 1, 1949 


$132,000 

22,500 

$ 30,000 

45.000 

75.000 
750 

3,750 


Gash 

Subscriptions Receivable Preferred 
Preferred Stock ($100 par, 6%) 
Preferred Stock Subscribed 
Common Stock ($100 par) 
Premium on Preferred Stock 
Prenuum on Common Stock 


$154,500 $164,500 


The following transactions occurred dunng the balance of 1949; 
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fa") Acquired the going business of the Farmer Company. Issued 300 
^ shares of common stock, with a par value of $100 a share, and loO 
shares of preferred stock, with a par value of $100 a share,^in exchange 
for the following assets: Machinery, $22,500; Buildings, $ (,o00; Land, 

$9,000; and Goodwill, $6,000. , 

fb! Received cash in payment of the balance of Subscnptions Recei-va 
Preferred. Issued all preferred stock that had been subscribed for 

but not previously issued. , - 

(c) Made a profit of $30,000 on the first year s operahon (debit Cash lor 
^ non- credit Reserve for Depreciation of Machinery $2,2o0, 

te DepSion ol BuiUmgs $750; and ProSt and Loaa 

(d, MaTproSn to ledeto incon,e tax Po^oble of and closed 

the balance of Profit and Loss 
(e) Declared Preferred Dividend No. 1 of $6 a snare a 
Dividend No. 1 of $8 a share. 


The following transactions occurred in 1950: 


({) 

(g) 

(h) 

(i) 


(i) 


Paid income tax for 1949. 

Paid the diwdends declared m (e) 50^^ 

Received subscnptions for loO ^ gf subscription, 

of the purchase being paid^n c^h t^h $150,000. 

$75,000; Buildings, $22,500; 

fp’r’ofiJof $75,000 to 1950 (deUt 
for Depreciation of Machinery ^^\"J7$i5,000). 

Buildings $1,500 and payable of $22,500 and closed 

(k) Made provision for federal Earned Surplus. 

the balance of Profit and L ? of $6 a share and Common 

0) Declared Preferred Dividend No. 2 of 5b a 
Dividend No. 2 of $10 a share. 

Insfrucffons: (1) Record the Marc^mia^^^^^^^^^ 

directly in “T” accounts. The ^ Depreciation of MacWnery, 

Receivable Preferred; Machinery, Euildings; Land; Goodwill; Federal 
Buildings; Reserve for Depreciafaon of Jiu ^ Dhndend 

Income Tax Payable; Preferred Dmdend Py^b^^^^ Common Dmdend 
Payable No. 2; Common Subscribed; Common Stock; 

PaUle No. 2; Preferred Stock; P^t”"^„^common Stock; Earned Surplus; 
Premium on Preferred Stock; Premium on t.om 

Profit and Loss Summary- 

(2) Take a trial balance as of December . • 

(3) Prepare a balance sheet as of December 31. 1950. 


Problem 22-B 

This pr„H» mai, be complefe. .orlbeol fn He space pr.r,«/ar 


ProUem S, Chapter XXII. ^ incorporation on 

The Hammond Company i^^ixation was as follows; 2,000 

December 31, 1947. Its authonzed capitalizatf 
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shares of 6% cumulative preferred stock, $50 par, and 800 shares of com- 
mon stock, par value of $100 Durmg its first three years of operation the 
followmg transactions occurred One fifth of the orgamzation expense 
was charged agamst mcome on December 31 of each year, beginning m 
1948 

1948 

Jan 2 Received cash for 500 shares of preferred stock and 400 shares of 
common stock at par Issued the stock. 

15 Received subscriptions for 500 shares of preferred stock and 200 
shares of common stock at par 
15 Invested $45,000 in other assets 

Feb 15 Received half payment for the preferred stock and common stock 
subscriptions of January 15 

Mar 31 Received in cash half of the balance due on the common stock 
subscribed Received in cash the complete balance due on the 
preferred stock subscribed, and issued the preferred stock 
Apr 30 Received in cash the balance due on the common stock subscnbed 
Issued the stock. 

The attorney who secured the charter and performed other legal 
services in connection with organization rendered his bill for $3,000 
He was paid m cash 

Dec SI Net loss for the first year's operations was $10,000 (debit Profit 
and Loss Summary, credit Cash) Closed Profit and Loss Summary 
to Earned Surplus 

1949 

Feb 16 Sold 160 shares of common stock at a discount of $7 50 a share 
Mar 21 Invested $35,000 m other assets 

Dec 31 Net profit for 1949 was $32,500 (debit Cash, credit Profit and Loss 
Summary) Made provision for federal income tax liability of 
$11,400 and closed the balance of Profit and Loss Summary to 
Earned Surplus 

1950 

Jan 7 Sold 40 shares of common stock for cash at par Sold 1,000 shares 
of preferred stock for cash at $53 
Mar 15 Paid income tax for 1949 

Dec 31 Made a net profit of $25,000 (debit Cash, credit Profit and Loss 
Summary) Made provision for federal income tax liability of 
$9,500 and closed the balance of Profit and Loss Summary to 
Earned Surplus 

Instructions' (1) Record the transactions directly in “T" accounts The 
accounts required are Cash, Subscriptions Receivable Preferred, Sub- 
scriptions Receivable Common, Other Assets, Organization Expense, Federal 
Income Tax Payable Preferred Stock, Preferred Stock Subscnbed, Common 
Stock, Common Stock Subscnbed, I^mium on Preferred Stock, Discount 
on Common Stock, Earned Surplus, Profit and Loss Summary. 

(2) Take a tnal balance as of December 31, 1950 

(3) Prepare a balance sheet as of December 31, 1950. 

(4) If dividends were declared for the first time at the end of 1950, and 
if the entire balance of Earned Surplus was distnbuted as dividends, how 
much would the preferred stockholders receive? the common stockholders? 
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CHAPTER 23 
Problem 23-A 

This pTohlcyn viuy be coynpletsd in the workbook in the space provided for 
Problem 2, Chapter XXIIL 

Empire Incorporated was organized by Stanley Dawson, Robert 
Towne, and Donald Wilson on May 1, 19 — , with authorized capital 
stock of 20,000 shares of common, $50 par, and 10,000 shares of preferred, 
$100 par. The transactions for the first month were as follows: 

May 1. Issued 3,000 shares of common stock to Robert Towne in exchange 
for land valued at $25,000 and a building valued at $125,000. 

1. Issued 1,000 shares of common stock to Donald Wilson in exchange 
for land valued at $50,000. 

1. Sold to Stanley Dawson for cash 2,000 shares of common stock at par. 

2. Received subscriptions for 2,500 shares of common stock at par 
and cash for 40% of the subscription price. Subscriptions were also 
received for 1,750 shares of preferred stock at par and cash for 50% 
of the subscription price. 

3. Received a donation from the organizers of 1,200 shares of common 
stock. 

5. Issued 3,500 shares of common stock to Richard Tyler in exchange 
for his going business, which included: notes receivable, $10,000; 
accounts receivable $24,000; merchandise inventory, $95,000; 
office equipment, $20,000; store equipment $40,000; notes payable, 
$25,000; and accounts payable, $16,000. 

7. Received subscriptions for 2,250 shares of preferred stock at $102 
and cash for 50% of the subscription price. 

12. Received payments on stock subscribed for on May 2 as follows: 
30% of the subscription price on the common stock; 25% of the 
subscription price on the preferred stock. 

15. Sold 800 shares of treasury stock at $55. 

17. Received 25% of the subscription price on the preferred stock sub- 
scribed for on May 7. 

20. Purchased for $175,000 cash the assets of a business formerly 
operated by John Allen. The value of the assets was: Merchandise 
inventory, $42,500; Store equipment, $25,000; Building, $95,000; 
and Land, $12,500. 

27. Received the balance due on the common and preferred stock 
subscribed for on May 2. 

Inslrrtctioiis: (1) Record the foregoing transactions in T accounts. 

(2) Prepare a balance sheet as of May 31. 


Problem 23-B 

This problem may be completed in the workbook in the special space 
provided for it following Problem S, Chapter XXIII. 

Evans, Inc. was formed July 1, 1949. It is authorized to bsue 4,000 
shares of 6% preferred stock, par $50, and 20,000 shares of no-par conimon 
stock. During the first year the following transactions occurred. 
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(a) Received cash for 4,000 shares of preferred stock sold at par. 

(b) Received cash for 14,000 shares of common stock sold at $15 a share 
The board of directors has assigned a stated value of $12 50 per share 
to this stock 

(c) Paid organization expenses, $7,600 purchased other assets, $300,000 

(d) Declared quarterly dividend No 1 on preferred stock. 

(e) Paid the preferred dividend 

(f) Purchased 1 000 shares of the company's own preferred stock on the 
market at $47 50 

(g) Declared quarterly dividend No 2 on preferred stock outstanding 
and semiannual dividend No 1 of $ 50 on common stock outstanding 

(h) Paid the preferred and the common dividends 

(i) Sold for cash 400 shares of the preferred treasury stock at $48 50 

(j) Declared quarterly dividend No 3 on preferred stock. 

(k) Paid the preferred dividend 

(l) Received cash for 2,000 shares of common stock, sold at $14, stated 
value $12 60 

(m) Profit for the year ended June 30, 1950, was $70,000 (debit Cash) 

(n) Made provision for income tax liability on the current fiscal years 
income of $24,000 Closed the balance of Profit and Loss Summary 
into Earned Surplus Unappropriated 

(o) Declared quarterly dividend No 4 on preferred stock and semi- 
annual dividend No 2 of $ 50 on common stock outstanding 

(p) Wrote off one fifth of the organization expense to Earned Surplus 
Unappropriated 

(q) Set aside appropnations out of earned surplus as follows Reserve 
for Factory Extension, $5 000, Reserve for Inventory Losses, $10 000 

InziTuciiom (1) Record the foregoing transactions m ‘ T ' accounts 
The accounts required are Cash Other Assets Organization Expense, 
Federal Income Tax Payable Preferred Dividend Payable No 1, Preferred 
Dividend Payable No 2 Preferred Dividend Payable No 3 Preferred 
Dividend Payable No 4 Common Dividend Payable No 1, Common Dm 
dend Payable No 2 Preferred Stock Treasury Stock Preferred Common 
Stock Premium on Common Stock Treasury Stock Surplus Reserve for 
Factory Extension Reserve for Inventory Losses Earned Surplus Unap- 
propriated, Profit and Loss Summary 

(2) Take a trial balance of the T accounts as of June 30, 1950, 


CHAPTER 24 
Problem 24 A 

This prohlem may le ccmpleted tn the toorkhook tn the space prottded Jot 
Problem 1, Chapter XXIV 

The following transactions completed by The Miller Corpora- 
tion dunng the first three years of its operation 
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Received subscriptions to 2,000 shares of 7% preferred stock at §55 
(par value $50). 

Exchanged 4,000 shares of common stock, par value $2o, for the 
following assets: Machinery, $60,000; Building, $85,000; Land, 

S5 000 

Received cash in payment of the preferred stock subscriptions and 

(d) a net profit for the year of $30,000. (Debit Buildings. Credit 

Profit and Loss Summary.) r 0.07 nrnfit 

Recorded provision for federal income tax of 30% of net proht. 
Closed Profit and Loss Summary to Earned Surplus Unappropnated. 
Declared annual preferred diridend (No. 1) and a $2 a share com 

dividend (No. 1). uinrinn 

Appropriated a reserve for 

Sold $100,000 worth of 10-year, 6% bonds for $110,000. 
tax liability. 

SeTn“t 

to Pto«t 

Loss Summary. , . 1 tax of 40% of net profit. 

Sd%^to&2 sr^ sotp.. Uoapptopt,a.od. 

S "d o‘n Simmon sto* and issued tt. 

fncreksed the reserve for plant tteincome tax liability. 

Paid preferred dividends declared in (n) and tne 

Paid annual interest on bonds. Merchandise Inven- 

Made a net operating ^ 2.%° Jndiigs, $35,000. Credit Profit 

S’L^TslmS-T'cIosedBoAd Interest Expense to Profit and 

SrSproTision lor lederal income «.x oi 45% ol net profit. 

^0^00^0? prSrr&^ 

?“Sd”rrrr“ Knt additions by 510,000. 


(a) 

(b) 


(c) 


(e) 

(f) 

(g) 

(h) 

(i) 
(i) 

(k) 

( l ) 


(P) 

(q) 

(r) 

(s) 


(t) 

(u) 


(V) 


the transactions directly m 




accounts 

I nstruclions: (1) Reco^ ^ ci„v,t:oriDtions -do,. 

The accounts required are: J? Land; Federal Income Tax Pa>- 

chandise Inventory; Machinery; Build g,^ Dividend Payable No. -, 

able; Preferred Dmdend Payable No Stock Diridend Payable 

Prekrred Dividend Payable No_. S^^J^^^^-idend Payable No. 2; Bonds 

Common Dividend Payable No. , Preferred Stock; Preferre 

Payable; Premium on Bonds Preferred Stock; 

Subscribed; Common Unappropriated; Profit and Loss Summa . , 

Plant Additions; Earned Surplus Dnapprop 
Bond Interest Expense. 

<fi, - .pure a trini b.inncc at ni December 31 alter tbe tranaaetinna have 
been r' 'ed. 
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Problem 24-B 

This problem may he completed «i (fte workbook m ihe space pronided /or 
Problem 2, Chapter XXIV 

The following transactions were completed by the Gardner Corpora- 
tion during the first three years of its operations 

(a) Exchanged 3,000 shares of common stock, par $50, for the following 
assets Machinery, $81,000, Buildings, $45,000, Land, $24,000 

(b) Sold 4,000 shares of 5% cumulative preferred stock at $45 (par 
value $50) 

(e) Net loss for the year, $10,000 (Debit Profit and Loss Summary and 
credit Cash } 

(d) Closed Profit and Loss Summary to Earned Surplus Unappropriated 

(e) Sold $100,000 worth of 10-year, 3% bonds for $90,000 

(f) Paid $70,000 for merchandise, $44,000 for new machinery. 

(g) Paid annual interest on bonds 

(h) Made a net operating profit of $29,000 (Debit Cash and credit 
profit and Loss Summary ) Closed Bond Interest Expense to Profit 
and Loss Summary 

(0 Recorded provision for federal income tax of 40% of the net profit 
Closed Profit and Loss Summary to Earned Surplus Unappropriated. 

0) Paid the income tax liability 

(k) Paid the annual interest on bonds 

(l) Made a net operating profit of $104 000 (Debit Cash and credit 
Profit and Loss Summary ) Closed Bond Interest Expense to Profit 
and Loss Summary 

(m) Recorded provision for federal income tax payable of 45% of the net 
profit Closed Profit and Loss Summary to Earned Surplus Unap- 
propnated 

(n) Declared preferred dividends Nos 1, 2, and 3 on the cumulative 
preferred stock for the last two years’ dividends and the current 
year’s 

(o) Declared a 10% stock dividend on common stock outstanding and 
issued the stock 

(p) Declared a dividend of $2 50 a share on the total amount of outstand- 
ing common stock 

(q) Appropnated a reserve for plant additions, $5,000 

(r) Paid the three preferred dividends declared m (n), 

Jnslrttdwns' (1) Record the transactions directly m ^‘T ' accounts. The 
accounts required are Cash, Merchandise Inventory, Machinery, Buildings, 
Land, Federal Income Tax Payable, Preferred Dividend Payable No 1, 
Preferred Dividend Payable No 2, Preferred Dividend Payable No 3, 
Common Stock Dividend Payable, Common Dividend Payable No 1, Bonds 
Payable, Discount on Bonds Payable, Preferred Stock, Common Stock, 
Discount on Preferred Stock, Reserve for Plant Additions, Earned Surplus 
Unappropriated, Profit and Loss Summary, Bond Interest Expense 

(2) Prepare a trial balance as of December 31 after the transactions of 
the three years have been recorded. 
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CHAPTER 25 
Problem 25-A 

This problem ma/y be completed in the workbook in the space provided for 
Problem 1, Chapter XXV. 

The Slauson Supply Co. has four sales departments:^ A, B, C, D, 
and three service departments: X, Y, and Z. 
information is taken from the books: 


Sales for the month of April 
Purchases for the month of April 
Inventory, April 1, 19 — 
Inventory, April 30, 19 — 


The following pertinent 


A 

B 

C 

D 

$36,000 

$9,000 

$27,000 

$18,000 

18,000 

6,000 

12,000 

9,000 

10,000 

5,000 

5,000 

2,000 

7,000 

4,000 

3,000 

1,000 


Expenses for the month are: 

Advertising Salaries 


A 

$256 

B 

50 

C 

90 

D 

80 

X 


Y 


Z 


The telephone expense is 

A 

3 instruments 

B 

1 

C 

2 

D 

1 


$2,800 

1,200 

2,600 

2,300 

2,788 

1,800 

6,928 


Supplies 

$225 

90 

180 

150 

80 

204 

110 


Insurance 

$210 

60 

120 

80 

6 

8 

11 


X 

Y 

Z 


4 instruments 
2 


follows: 

A 

27H% 

B 

123^% 

C 

26% 

D 

15% 

The lighting charges are 

number of 

watts used, ihe 

A 

1000 

B 

600 

C 

500 

D 

300 


X 

Y 

Z 


X 

Y 

Z 


8 % 

4% 

8 % 


200 

200 

300 


ic fn he distnoutea on 

The X service department is to u advertising 

purchases; the Y service depa e , 

Chars.; and tte Z service depar^ert on to 

“Cre a depaXatallsed profit a.d loss statonrent. 
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Problem 25-B 

This problem may be completed tn ike icorkbook tn the space provided Jor 
Problem 2, Chapter XXV 

Berle, Inc operates a store that maintains two sales departments A 
departmental analysis of the trading items is made in order that the 
gross profit within each department may be determmed A trial balance 
prepared on October 31, the end of a fiscal month, is given below: 
BERLE. INC 
Trial. Balance 
October 31. 19- 


Cash 

$12,190 


Notes Receivable 

13,700 


Accounts Receivable 

29,300 


Reserve for Bad Notes and Accounts 


$ 800 

Merchandise Inventory, Grocenes 

15,000 


Merchandise Inventory, Meat 

11,000 


Store Furniture and Fixtures 

12,000 


Reserve for Depr of Store Furniture and Fixtures 


8,600 

Office Furniture and Fixtures 

3,000 


Reserve for Depr of Office Furniture and Fixtures 


2,200 

Buildings 

87,500 


Reserve for Depreciation of Buddings 


15,000 

Store Supplies 

750 


Office Supplies 

500 


Prepaid Insurance 

1,650 


Notes Payable 


10,000 

Accounts Payable 


25,000 

Capital Stock 


74,600 

Surplus 


4,600 

Sales, Grocenes 


13,000 

Sales, Meat 


9,700 

Sales Returns and Allowances, Groceries 

850 


Sales Returns and Allowances, Meat 

500 


Purchases, Grocenes 

11,800 


Purchases, Meat 

9,600 


Freight In, Merchandise Purchases 

600 


Purchases Returns and Allowance, Grocenes 


S50 

Ssles Salanes 

1.45!> 


Advertising 

700 


Delivery Expense 

750 


Sundry Store Expense 

550 


Office Salanes 

400 


Postage, Telephone, and Telegraph 

200 


Sundry Office Expense 

350 


Purchases Discoimt 



Interest Income 



Sales Discount 

200 


Interest Expense 

100 



$164,640 $164,640 




SUPPLEMENTARY PROBLEMS 643 

Ths following infomiEtion is to bs rGcordod in adjusting ths books at 
the end of October: 


1. Reserve for bad debts: 

Increase by ^ 275 

2. Inventories: 

Merchandise inventory, Groceries 17 500 

Merchandise inventory, Meat IsloOO 

3. Depreciation: 

Store and office furniture and fixtures (yearly) 10% 

Buildings (yearly) 4% 

4. Deferred charges to expense; 

Store supplies inventory 300 

Office supplies inventory 350 

6. Prepaid expenses; 

Insurance prepaid 1,300 

Interest prepaid on notes payable 50 

6. Accrued expenses; 

Sales salaries 250 

Advertising 400 

Taxes 250 

7. Accrued income: 

Accrued interest on notes receivable 60 


Freight in on merchandise purchases is distributed 7 ;^ to Groceries 
and to Meats. 

Inslniclions: (1) Prepare a work sheet with pairs of colums for (a) Trial 
Balance; (b) Adjustments; (c) Gross Profit, Groceries; (d) Gross Profit, 
Meat; (e) Profit and Loss Statement; (f) Balance Sheet. 

(2) Prepare two statements showang gross profit on sales for the two 
departments. 

(3) Prepare a balance sheet and a profit and loss statement, using the 
gross profit figures obtained in (2) above. 


CHAPTER 2G 
Problem 26-A 


This problem may he completed in the workbook nt the space proiided for 
Problem 1, Chapter XXVI. 

The Barnes Company, of Chicago, established a branch office in St. 
Louis on January 1, 19 — . Transactions and adjustments for the year 
reflecting branch operations were as follows: 


(a) Cash advanced by the home office, $40,000. 

(b) Shipments of merchandise from the home office to the branch. 


$600,000. 

(c) Sales on account, $498,800. 

(d) Purchases by the branch (invoices paid by the home office), 3-,000. 

(e) Freight in on merchandise, paid by the branch, $l-,000. 
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(f) Store equipment purchased for cash by the branch, $40,000. 

(g) Remittances to home office, $280,000 

(h) Collection on accounts receivable, $375,800 
Q) Sales salaries, paid by the branch, $34,212 

0) General operating expenses paid by the branch, $16,000 
Branch merchandise mveatory, December 31, 19 -, $240,000 
0) Depreaation rate I5%ajear 
(m) Provision for loss from bad debts, 1% of sales 
Instruelions (1) Set up “T” accounts for the branch office as follows 
Cash, Accounts Receivable, Reserve for Bad Debts, Merchandise Inventory, 
Store Equipment, Reserve for Depreciation of Store Equipment, Home 
Office Ledger, Profit and Loss Summary, Sales, Purchases, Shipments from 
Home Office; Freight In, Sales Salaries Depreaation of Store Equipment, 
General Operating Expense, and Loss from Bad Debts Record the foregoing 
transactions and adjustments m these accounts 

(2) Set up “T” accounts for the home office as follows Cash, Branch 
Ledger, Profit of Branch, and Shipments to Branch. Record the effect of the 
transactions on these accounts 

(3) Close the branch office income and eicpense accounts to the Profit 
and Loss Summarj and the balance of the Profit and Loss Summary to Home 
Office Ledger Record the branch profit in the home office ‘ T” accounts 

(4) Prepare a profit and loss statement and a balance sheet for the 
branch 


Problem 26*B 


T/iis probUm may be completed tn the tcoThbook tn the space pTonded for 
Problem 8, Chapter XXVI 


The Post-AHen Company, of Salt Lake City, prepared the followmg 
balance sheet on Aug:ust 31 


Cash $15,350 

Merchandise Io^entory 17,000 

Equipment 21,000 

for Depr of Equip 8,400 


Store Supplies $ 1,500 

Accounts Pa> able 3,000 

Capital Stock 25,000 

Surplus 18,450 


Transactions and adjustments for September were as follows 
(al A branch was established in Denver, at ^hich time the home office 
adTOneed $10,000 

{Jil Merchandise was shipped from the home office to the branch, $20,000 

(c) All sales were for cash home office, $49,550, branch office, $21,300 

(d) Purchases were made on account by the home office, $45,000 

(e) Cash expenditures were 

Home Office Branch 


Store supplies 

Accounts payable 

$42,500 

$ 735 

Remittances to home office 


10,000 

Freight in on merchandise 

190 

160 

Selling expenses 

6,075 

650 

General expenses 

4,650 

460 


$53,415 

$11,995 
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(f) Inventories, September 30: 

Merchandise $16,500 $2,500 

Store supplies 1,000 430 

(g) Depreciation rate: 10% per annum. 

Instructions: (1) Open “T” accounts as follows for the home office; 
Cash; Merchandise Inventory; Equipment; Reserve for Depreciation of 
Equipment; Branch Ledger; Store Supplies; Accounts Payable; Capital 
Stock; Surplus; Profit and Loss Summary; Sales; Shipments to Branch; 
Purchases; Freight In; Selling Expenses; General Expenses; and Profit or 
Loss of Branch. For the branch open the following “T” accounts: Cash; 
Merchandise Inventory; Store Supplies; Horae Office Ledger; Profit and Loss 
Summary; Sales; Shipments from Home Office; Freight In; Selling Expenses; 
General Expenses. 

(2) Record the beginning balances and the transactions and adjustments 
for September directly in the “T” accounts (no journal entries required). 

(3) Prepare work sheets for the consolidated profit and loss statement 
and the balance sheet. 

(4) Close the income and expense accounts of the branch ledger to the 
profit and loss summary account. Close the balance of Profit and Loss Sum- 
mary to Home Office Ledger. 

(5) Record branch profit or loss on the home office books. Close the 
home office income and expense accounts to the profit and loss summary 
accoimt, and close the balance of Profit and Loss Summary to Surplus. 


CHAPTER 27 
Problem 27-A 

This proilem may be completed in the workbook in the special space 
provided for it folloiving Problem 3, Chapter XXVII. 

The Noonan Manufacturing Corapanj^s trial balance on December 31, 
1949, the end of the fiscal year, is given on page 646. 

The following adjustments are nessary: 

(1) One half of one per cent of gross sales is to be added to the reserve 
for bad debts. 

(2) Accrued income: accrued interest on notes receivable, $180. 

(3) Inventories, December 31, 1949: 

(a) Finished Goods 23,500 

(b) Goods in Process 42,200 

(c) Raw Materials 17,600 

(4) Estimated depreciation and araortizatim: 

(a) Office furniture and fixtures 10% 

(b) Machinery and equipment 12% 

(d) Patmte^Mst $25,500, of which is written off annually (charge 
Patents Expense). 
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NOONAN ilANUFACTUKING COMPANY 


Trial Balance 
Decembeb 31, 1949 


Cash m Bank 

$ 66,915 


Notes Recenable 

20,000 


Accounts Receivable 

67,400 


Reserve for Bad Debts 

$ 1,100 

Finished Goods Inventory 

21,700 

Goods in Process Inventory 

45,200 


Raw Matenals Inventory 

15,300 


Office Furniture and Fixtures 

15,000 


Reserve for Depreciation of Office Pumiture and 
Fixtures 

3,600 

Machinery and Equipment 

170,000 

Reserie for Depreciation of Machinery and Equipment 

32,000 

Buildings 

210,000 

Reserve for Depreciation of Buildings 

28,000 

Land 

69.500 

Patents 

22,500 


Office Supplies 

4,400 


Factory Supplies 

10,200 


Prepaid Insurance 

8,000 


Notes Payable 

24,000 

Accounts Payable 


29,700 

5% First Mortgage Bonds 


150,000 

Discount on Bonds 

23,125 

6% Cumulative Preferred Stock ($100 par) 

100,000 

Common Stock ($30 par) 


100,000 

UnappTopnaied Earned Surplus 


33,100 

Reserve for Bond Sinking Fund 


7,500 

Premium on Common Stock 


140,000 

Sales 


640,000 

Sales Returns and Allowances 

11,055 

Raw Matenals Purchases 

125,000 


Freight In 

5,705 


Purchases Returns and Allowances 


5,200 

Direct Labor 

174,300 


Indirect Labor 

35,000 


Supenntendents’ Salanes 

22,000 


Maintenance and Repair of Buildings 

8,300 


Heat, Light, and Power 

25,500 


Property Taxes 

9,000 


Miscellaneous Factory Expense 

13.500 


Sales Salanes and Commissions 

27,000 


Ad\ ertising Expense 

40,000 


Office Salanes 

22,000 


Jfiscellaneous Office Expense 

3,800 

5,100 

Purchases Discount 


Interest Income 

8,000 


Sales Discount 


Bond Interest Expense 

7,600 


Interest Expense 

3 000 



$1,300,000 $1 300,000 
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rS') Deferred charges to expense: 

^ ^ (a) Office supplies inventory 
(b) Factory supplies inventory 

fcl • Prepaid insurance ’ 

(d) Prepaid interest on notes payable 

(6) Accrued Expenses: 

(a) Interest: 

ScmeVtatSest for' the laet quetter ol 1949 .s to 

be recorded. 

(b) Salaries and Wages: Indirect labor 945 

Direct labor o.buu _ „ 40O 

Sales salaries and commissions . Buildings; 

T. • TTiiildings; Depreciation of Building, 
Maintenance and Re^ir 0 ^ ^nd Property Taxes are to 

Heat, Light, and Power; per^tio^ and 20% to general 

be distributed 80% to manufacturing P 

operations. , , 

The following information is also to e i ^15^000. 

(1) Increased the reserve for bond sm n ^ 

% Declared a dhddend of on January 

quarterly dividend P , record January 8, 1950. 

23, 1950, to stockholders o ^ net income. 

(3) Made provision for federal incom - ^^^ent of earned 

The following information is needed for 
surplus: . , debited during the year 

fl') Earned Surplus ^’^^PPJ.^^j'pnds on preferred stock. 

three regular quarter y w ^ jg^eral income tax ayessmen 

(2) A payment of $1-050 /or ^n «dditm unappropriated. 

for 1947 was also debited manufacturing schedule 

jT^struclions: (1) Prepare a '^ork scliedule of 

columns. nd loss statement; (b) a suppor^^^^^^^^ 

■ (2) Prepare (a) a profit an s sheet; an 

the colt of goods manufactured, (O 

earned surplus — - effect to the 


5t of goods mauu.4. 

■ surplus. pntries needed to give effe 

,31 Assuming that the journal entm corporation have 

going information and 1° of January 1, lOoO* 

drafted, draft the reversing entries 
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CHAPTEB 28 
Problem 28-A 

This problem may be completed tn the tcorkbook in the space provided 
for Problem 1, Chapter XXVIII 

The following data summanze transactions completed during April 
by The Norton Mfg Co • 


(a) Raw materials purchased $40,000 

(b) Materials requisitioned tor production orders 30,000 

(c) Alatenals requisitioned for general factory use 5,000 

(d) Labor on production orders 50,000 

(e) Indirect labor 10,000 

(f) Repairs and maintenance 7,000 

(g) Buildmg rental 6,000 

(h) Products finished and transferred to stock 85,000 

(i) Goods sold on account — cost 65,000 

0) Vouchers payable for payroll 55,000 


Insiruclions (1) Set up ‘T ’ accounts for tbe factory ledger in such a 
manner that tbe flow of coats will be shown, and record directly in these 
accounts the data given above The factory overhead rate is 50 per cent of 
the direct labor cost 

(2) Take a tnal balance of the factory ledger as of April 30 


Problem 28*B 


This problem may be completed tn the workbook in the space provided 
for Prohlem 2, Chapter XXVHI. 

The accounts of The Hamson Manufacturing Company’s factory 
ledger and subsidiarj' ledgers showed the following balances on June 1 


Raw Matenals 

* 

4,600 

Goods in Process 


1,000 

Job No 510 

825 


Job No 511 

175 


Finished Goods 


7 200 

CoQimQdity 900 units 

2JOO 


Commodity N, 1,000 units 

4,500 


Factory Payroll (credit balance) 


975 

Factory Overhead (debit balance) 


250 

General Ledger 


12,075 


Raw materials of $8,800 were purchased during June Raw materials 
were requisitioned from the stores clerk as follows 


Job No 510 1,375 

Job No 511 3,425 

Job No 512 2,800 

For general factory use 800 
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Time tickets for the month were chargeable as follows: 

Job No. 610 — direct labor 
Job No. 511 — direct labor 
Job No. 512 — direct labor 
Indirect Labor . 


3.000 

4.000 

2.000 

2,500 


Indirect Labor , m ci i 

Factory pay checKs were 

Various factory mamten^ce charg^ Depredation, taxes, and other 

also paid by |fld by the general office to factory 

fixed charges totalmg 5875 were chargea s cost 

operations. A 60 % overhead rate was No. 

Two job orders were completed g produced 

510 produced 2,000 units of Commod.iy M, Job Order No. 

2,500 units of Commodity 0. 

Shipments during the month were made 

1 700 units of Commoditj' * 

’oOO units of Commofbty N 
1,200 units of Commodity 

,• rit Prcoare "T" accounts for the factory 
Inslruchons: (1) ,iirectlv in these accounts the balanc 

t^^t^d&aSs cSSd duHng the month. 

S So:e\“"y ledgers with the control accounts in the factory 

• f <^17 000 for goods shipped th^ 

(4) Using a P"'' ° J"’ gS^O, construct a profit and loss stat 

and selling and general expense 
ment for June like the one on pag 


CHAPTER 29 

This probfcm imp ' 

,r Problem 2, Chapter XXI Ji- that cost 

The Ridge Distributors, Inc., m which are then 

naW^es can he made of i^s three sell gj allocable to the 

Jessed as costs per each un^ “W'^^CcJpartmente that are utthaed 
hree funcficns are charged to teo 

jy the three fimctions as o Service Dept. N 

SERVICE dept. iVi 

607o 

Fimction 1 70% 25% 

Function 2 20% .t, ca 

„ ■ ■ transacUons applicable to these three 

During the year the ^?'°'^itments were; 
functions and the two servi 
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(a) Salaries ire'e paid as follows 


Function 1 

$ 4 800 

Service Dept. If 

$ 3 000 

Function 2 

30,000 

Servuce Dept. N 

16,200 

Function 3 

2 500 



(b) Supplies were used as follows 



Function 1 

$ 200 

Service Dept. Al 

$ 500 

Function 2 

1,575 

Servuce Dept. N 

750 

Function 3 

250 



(c) Depreciation was charged as foDows 



Function 3 

$ 800 

Service Dept, 11 

$ 9,000 



Semce Dept N 

400 

(d) Taxes ■K'ere chargeable to 




Function 3 

$ SO 

Service Dept. M 

$ 750 



Service Dept N 

25 

(e) Insurance expired was chargeable to 



Function 2 

$ 22o 

Service Dept. 11 

$ 550 

Function 3 

loO 

Service Dept. N 

250 

(f) Repair bills were paid for 




Function 8 

$ 50 

Service Dept 11 

$ 125 



Service Dept. N 

425 

(g) Heat, light, and power bills of $2 0"5 acre paid These 

were chargeable 

to Servuce Dept. J'*’ 





(h) Mis-ellaneous geaeral erpeoses chargeable to Service Dept. N Tiere 
paid in the amount ol $1,950 

(i) Function 2 should be charged with traveling expenses of $5,000 that 
were paid. 

Instmeitone (1) Post the foregoing information to the required function 
and service department accounts. 

(2) Post the proper distnbotion of ser\ice department costs to the three 
functions close the service department accounts 

(3) Compute unit costs for each of the three functions, assuming the sale 
of 100,000 umts. 


CHAPTER 30 
Problem 30 A 

This problem may be completed tn the workbook tn the space provided 
far Problem 2, Ckapler XXX 

The executives of Woodford, Incorporated, require an estimated in- 
come statement lor the fiscal >ear ending June SO, 1950 The follcrwing 
information is available 

Sales The selling pnce, which has been $20 per unit, is to be reduced 10% 
It is anticipated that this pnce reduction will result m a sales volume 
increase of 29,000 units. 

Cosf c/ Goods Sold, The unit cost is $12 Purchases plus the beginning in 
ventorj should equal the total jearlj sales volume plus an ending in- 
ventory of the sales requirements for one and one-half months. (Assume 
that monthly sales are distributed evenly throughout the year ) 
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WOODFORD, INCORPORATED 
Profit and Loss Statement 
FOB THE Year Ended June 30, 1949 


5860,000 


1948 


* 

Cost of Goods Sold: 

Merchandise Inventory, July 1, 

Purchases ^ 

Merchandise Available for Sale . • • • • • • ■ • 
S Mercbandise Inventory, June 30, 1949 

Cost of Goods Sold..^ 

Gross Profit on Sales 

Operating Expenses: 

Selling Expenses: 

Sales Salaries • ••• • 

D^pr^Son of Store Equipment 

Miscellaneous Selling Expens 

Total Selling Expenses 


5108,000 

528.000 
5636,000 

120.000 


516,000 

5344,000 


550,000 

35.000 

6,000 

15.000 


5106,000 


General Expense: 

Officers Salaries 

Office Salaries 

g®;;ISro.otceEnuip.nent 

Loss from Bad Debts 

Rent 

Total General Expenses 
Total Operating Expenses 
Net Profit from Operations . 

Other Income: _ 

Purchases Discount 


520,000 

25.000 
15,760 

2,000 

8,600 

30.000 


101,360 

5 10,560 
17,200 


207,360 

1136^640 


Tax 


6,640 

Usoi^ 

52.000 

78.000 


Other Expense: 

Sales Discount 

Net Deduction ’ " for Federal Income 

Total NetProfit before ProYsmnJor^F;^ 

Less Provision for Fe er ^ ^eral Income Tax 
Net Profit after Provision for Federa 

Selling Expenses: , TYiirnr fi=cal vear 

(c) Sdution of store « e 5%. 

(d) Miscellaneous selling exp 

General Expenses: _ Increase $3,500. 

(a) Officers’ salanes ^c 

(b) Office salaries will in« 52,300. ceding year. 

(c) Office supplies used ^j^ent, same as /or P«ce 

(d) ^depreciation of office P of sal . 

(e) Loss from bad debts is esu 


is 
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(0 The lease on tie p’opertv now rented will expire on October 1, 
1949 Upon tie expiration of tiie lease, the coaipanj plans to exeit^e 
an option to purchase the property for 5-»35,000 The owner has been 
paving p-ope’^ taxes of $2,400 a year, for which the companj will 
be liable besinnins October 1. Depreciation on the building is to be 
computed at 4^ a year. 

Othr- Im’~e end iTrpmres. Cash discounts are to be estimsted at 2% of 
sales and purchases re&pectjvdv 

7}WOr*c Ter, Assume that the federal income tax rate is 40^^ 

Indrarijons. Prepare an estimated preSt and loss statement for the 
year ending June SO, 1950 

CHAPTER 31 
problem 31-4 

TTfK problm r'oy l>c oompf/Jed »n the irorllool: in the spaee prorMrd 
for Problem I, Chapter XXXI 

The HoHyvrood Corpo»ntioD reported the foUowicg comparative bal- 
ance sheets for December SI, 1950, and December 31, 1949 


THE HOLLYTTOOD CORPORATION 
CoMpyuTnx Buancc Sheets 
PECEifBER 81, 1950 ANT) 1949 


-4 ggTTS 

1950 

1949 

LuB. A-vn Pnop 

1950 

1949 

'ash 

iccoonts Receiv 
ddse. InventoT 
^lant (lesa Res.) 
Jrgamnaticia Exp 

135.000 

105.000 

150.000 

231.000 
4,500 

1S«.000 

102,000 

120,000 

132,000 

9,000 

Notes Pajable 
Accounts Pajable 
Common Stock 
Surplus 

?5,000 

45,000 

369,000 

166,500 

25.000 
120,000 
300.000 

66.000 

Total Asets 

655,500 

501,000 

Total Liab £. 

Prop 

655,500 

501,000 


jrcoME Data: 

1950 

1949 

Other Data: 

Sales 

750,000 

900.000 

iTerchaodise Inventory, 1/1/49, 

Cost of Sales 

600,000 

675,000 

$105,000 

Operatjng Expenses 

90,000 

135,000 

Di-ndends paid in 1950, $30,000 

Piuchases Discount 

9,000 

6,000 

Write-up of plant during 1950, 

Sales Discount 

6,000 

12,000 

$75,000 

Interest Expense 

3,000 

750 

Notes given for increase in plant 

Net Income 

60,000 

S3,250 

assets, $30,000 


Irelrvdions, (1) Indicate whether or cot conditions are improving for 
the company Use the ioUowing ratios and other 8nalj*ses 

(a) Current ratio 

(b) Acid test ratio. 

(c) Ratio of owned capita! to bwrewed capital (analjte surplus ac- 
count first). 
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(d) Merchandise turnover. 

(e) Relationship of notes payable, accounts payable, and purchases 
discount. 

(f) Relationship of accounts receivable, sales, and sales discount. 

(2) Express cost of sales, gross profit on sales, operating expenses, and 
net profit from operations as percentages of sales. Analyze them, assuming 
that volume has remained constant. 


Problem 31-B 

This proUem may he c<yinpleted in the workbook in the space provided 
for Problem 2, Chapter XXXI. 

The following data were taken from the records of the London Cor- 
poration: 


Balance Sheets, December 31 



1950 

1949 

1948 

1947 

1946 

Assets 

Cash 

6,250 

3,500 

5,000 

3,750 

1,500 

Notes & Accts. Rec. (Less Res.) 

. 75,000 

50,000 

30,000 

11,250 

5,000 

Inventories 

. . 87,500 

62,500 

45,000 

12,500 

7,500 

Plant (Less Reserve) 

45,000 

32,500 

27,500 

20,000 

25,000 

Total Assets 

213,750 

148,500 

107,500 

47,500 

39,000 

Liabilities & Proprietorship 

Notes and Accounts Payable . 

. 100,000 

62,500 

35,000 

15,000 

10,000 

Mortgage Payable . . . 

. 26,000 

18,750 

16,250 

12,500 

10,000 

Common Stock .... 

63,750 

50,000 

50,000 

20,000 

18,750 

Surplus 

25,000 

17,250 

6,250 

— 

250 

Total Liabilities and Proprietorship . 

, 213,750 

148,500 

107,500 

47,500 

39,000 

Income Data: 

For the Years Ended December 31 
1950 1949 1948 1947 


Sales 

. 225,000 

200,000 

125,000 

75,000 


Cost of Sales 

. 206,250 

175,000 

107,500 

60,000 


Operating Expenses 

. 11,250 

14,000 

7,500 

10,000 



Instmclions: (1) Compute the following ratios for each year: 

(a) Current ratio. 

(b) Acid-test ratio. 

(c) Fixed assets to fixed liabilities. 

(d) Owned capital to borrowed capital. 

(e) hlerchandise turnover (4 years only). 

(2) Express income data as a percentage of sales for each year. 

(3) Analyze the trends shown in (1) and (2). 

(4) Comment on proportionate increases in sales, receuables, and in- 
ventories- 
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CHAPTER 32 
Problem 32>A 

This problem may he completed tn the uorkbook %n the space proitded 
joT Problem 1, Chapter XXXII 

Data from comparative balance sheets for Knox, Inc as of December 
31, 1949 and 1950 are given below 


DEcEiiBER 31, December 31, 
1950 1949 


Cash 

3,900 

2,600 

Notes Receivable 

3,760 

4,500 

Accounts Receivable 

21,000 

18,600 

Merchandise Inventory 

38,500 

34,500 

Store Fixtures 

19,000 

17,000 

Building 

41,500 

32,600 

Land 

25,000 

25,000 


152,650 

134,500 

Liabilities and Proprietorship 

AccQunta Payable 

33,500 

37,600 

Mortgage Notes 

Reserve for Depreciation of Store 

20.000 

25,000 

Fixtures 

6,750 

4,250 

Reserve for Depreciation of Building 

5 600 

3,500 

Common Stock 

66,000 

50,000 

Surplus 

21,900 

14,250 


152,650 

134,500 


The statement of surplus for the year 1950 appears as follows 


Balance of Surplus, December 31, 1949 14,250 

Net Profit for 1950 after Provision for Income Tax 15,150 

Deduct Stock dividend 2,500 

Cash dividend 5,000 7,500 

Balance of Surplus, December 31, 1950 21,900 


Depreciation was provided dormg the year as follows. 

Store Fixtures 2,500 

Building 2,000 

Instructions Prepare a source and application of funds statement with 
a supporting schedule for working capital 
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Problem 32-B 

This problem may he completed in the workbook in the space provided 
for Problem 2, Chapter XXXII. 

The tabulation of operating data for the Gray-Wood Corporation is 
shown below. This tabulation covers the ten-year period ended on Decem- 
ber 31, 1950. On December 31, 1941, the corporation had outstanding 
2,500 shares of common stock, each share ha^^ng a par value of $100. 

GRAY-WOOD CORPORATION 
Tabulation of Operating Data 
For Ten Years Ended on December 31, 1950 

Net 

Profit Ratio of Profit 

Year Net after in- Profit Dividends Rein- Dividend 
Sales come Tax to Sales Declared vested Rate 


1941 

300,000 

30,000 

10% 

25,000 

5,000 

10% 

1942 

375,000 

45,000 

X 

X 

X 

15% 

1943 

450,000 

X 

10% 

X 

X 

10% 

1944 

400,000 

32,000 

X 

X 

X 

10% 

1945 

480,000 

80,000 

X 

X 

X 

10% 

1946* 

450,000 

67,500 

X 

65,000* 

X 

X 

1947 

420,000 

63,000 

X 

45,000 

X 

X 

194S 

325,000 

65,000 

X 

45,000 

X 

X 

1949 

400,000 

48,000 

X 

45,000 

X 

X 

1950 

450,000 

X 

15% 

45,000 

X 

X 


*The dmdend for 1946 included a stock dividend of 20 per cent declared in January 
of that year. All cash dividends declared in that year applied to the new stock as well 
as to the old. 


Inslrnciions: (1) Supply the data omitted in the tabulation and indicated 
by an x. 

(2) During the ten-year period the gross profit on sales amounted to 
$2,105,000, and the selling and administrative e.\penses were $1,200,000. 
Assuming that the average income tax rate was 40 per cent, construct a 
cumulative profit and loss statement for the ten-year period ended on De- 
cember 31, 1950. 
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BUSINESS PAPERS 

Vanous business papers are illustrated throughout ACCOTJNTING 
PRINCIPLES as the basis for the r^rd of business transactions 
Thes«* business papers include the following purchase order, purchase 
invoice, credit memorandum, sales invoice, depoat ticket, check and 
dieck stub, bank statement, interest-beanng note, non interest-bearmg 
note, p®tt} cash voucher, •voucher jacket, payroll check, stock certi- 
ficate Further information about some of these busmess papers and 
about additional business papers that are important m connection 
•with the completion of busmess transactions is given m this appendix 

KEGOTlABLE A negotiable instrument is a written promise 

INSTRUMEKTS p^y money, the instrument being 

transferable from one person to another by indorsement and delivery 

The most common form of written promise to pay money is the 
promissory note There are two ongmal parties to every promissory 
note (1) the one who signs the note and makes the promise to pay, 
called the maker, and (2) the one to whom the money is to be paid, 
called the payee 

The most commonlj •used forms of written orders to pa> money 
are checks, bank drafts commercial drafts, trade acceptances, and 
money orders There are three ongmal parties to every •wntten 
order to pay money (1) the one who signs the order, called the 
drawer; (2) the one •who is ordered to make the pajment, called the 
draioee, and (3) the one to whom the money is to be paid, called 
the payee 

Negotiable instruments may be classified accordmg to their •use 
mto two general groups, namelj, those that are used as substitutes 
for money and those that are used as evidence of debt The instru 
ments most commonly used as substitutes for money are checks 
cashier’s checls, certified checks bank drafts, and money orders 
Those most commonly used as evudences of debt are promissory notes, 
Ei^t drafts, time drafts, and trade acceptances 

Essential Elements of Negotiable Jnstnanenls In order to be nego 
tiable, an instrument must have the foUowmg characteristics 

1 It must be m •Rnting and must be signed by the maker or the drawer 

2 It must contain an unconditional promise or order to pay a certain 
sum ol money 

3 It must be payable on demand or at a time that is either fixed or de- 
terminable 

4 It must be payable to bearer or to order 

656 
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It may be wholly or partly printed, t 3 i)ewritten, or handratten, 
preferably m ink. 

Words of Negotiability. To be negotiable (transferable by indorse- 
ment and delivery), an instrument must contain words of negotia- 
bility, such as "to the order of” or "to bearer.” The following are 
examples of wording that may be used to indicate negotiability: 

I promise to pay to the order of Ray Nolton,” “I promise to pay 
Ray Nolton or order,” "I promise to pay to the bearer,” "Pay to the 
order of Ray Nolton,” and "Pay to bearer.” 


NEG^*^l^LE^iNSTRU frequently necessary to transfer a 

' negotiable instrument from one party to 
another. The legal transfer of a negotiable 
instrument is effected by (1) indorsement by the payee or the holder 
and (2) delivery to the partj'’ to whom the instrument is to be trans- 
ferred. In addition to effecting the transfer of the negotiable instru- 
ment, the indorsement serves as a guaranty that the instrument is 
valid and genuine and that the indoi-ser has a legal title to it. In case 
the payer fails to pay the instrument on the date of maturity, the 
holder can usually hold the indorser responsible for pajunent, pro- 
vided the holder complies with the legal requirements in reference to 
presentation and to giving notice to the indorser. 



Position of an Indorsement 


The indorsement is customarily written or stamped on the back 
of the negotiable instrument. The first indorsement is, through cus- 
tom, placed near the left end of the instnunent. The position of an 
indorsement is shown in the illustration above. 

A negotiable instrument should be signed by the party or parties 
responsible for its pajnnent or by an authorized agent. Anj’’ partner 
in a trading partnership may sign a negotiable instrument and thus 
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and receive payment from the maker at maturity, or he may indorse 
it to a third person, who may again transfer it or hold it until maturity 
and collect from the maker If the payee transfers the note, he becomes 
liable as' an indorser and is regwnsible for its payment if the maker 
fails to pay. 

The holder of a note is not required to present it to the maker 
at maturity in order to hold the maker liable for its payment. The 
maker’s obligation is unconditional; it is his duty to seek the holder 
and to tender payment when payment is due. For the convenience 
of both the maker and the holder, most notes are drawn payable at 
a special place, usually the maker’s bank. Either the holder or his 
agent is expected to go to that place to receive pa 5 Tnent, but his 
failure to do so does not release the maker from his obligation to 
pay. However, if there are any indorsements on the note, the holder 
is reqimed by law to present the note promptly at maturity and to 
demand payment if it is his intention to hold the indorsers liable. 

If the maker fails to tender payment or refuses to pay when pay. 
ment is due, the note is said to be dishonored and is no longer nego- 
tiable. The holder has the right to bring legal action at once against 
the maker to enforce payment; and the maker will be required to 
pay the costs of such action as well as the amount due on the note, 
including interest from the date of dishonor to the date of payment. 

Accouniing for Promissory Notes. Various uses of promissory notes 
and the methods of accounting for them are discussed and illustrated 
in Chapter XI, pages 185 to 202 of this textbook. The registers that 
may be used in recording notes receivable and notes payable are 
discussed and illustrated in Chapter XV, pages 262 to 265, 

COMMERflAL DRAFTS A draft is a written order by which one 
party directs another to pay a specified sum 
of money to the order of the first party or to the order of a third party. 

d 2 s£t. is, somiif jxEwjs. v/jOTed. ta as. a. hVX lyjl this, ij, 

most frequently applied to drafts used in international transactions. 

There are three parties to a draft. The person who makes the 
request or order and whose signature is written at the lower right on 
the face of the instrument is called tbe drawer; the person on whom 
the draft is drawn and who is directed to make the payment is called 
the drawee; and the person in whose favor the draft is drawn and to 
whom the amount is to be paid is called the -payee. 

Drafts may be used either as evidence of debt or as substitutes 
for money. Those xised as evidence of debt are known as commercial 



BUSINESS PAPERS 


66t 


drafts. A commercial draft may be defined as a written order drawn 
by one person on his debtor, directing the latter to pay a certain 
sum of money to the drawer or to a third person. The drawee named 
in a commercial draft is always an individual or a firm other than a 
bank. 

The forms of drafts most commonly used as substitutes for money 
are bank drafts and checks. A hank draft is a written order drawn by 
one bank on another and is evidence that the bank dravting the draft 
has money on deposit in the bank on which the draft is drawn. A 
check is a written order drawn on a bank by a depositor who is an 
individual or a firm other than a bank. It should be observed that 
in both of these forms the drawee, that is, the party on whom the 
draft is drawn, is a bank. In the case of a bank draft, the drawer 
is a bank also ; whereas in the case of a check, the drawer is a party 
other than a bank. 

Kinds of Commercial Drafts. According to the time of payment 
commercial drafts may be classified as follows: 

1. Sight drafts. A sight draft is a draft that is payable at sight; that is, 
it is payable as soon as it is presented for payment. 

2. Time drafts. A time draft is a draft that is payable a certain number 
of days after sight or after date. 

According to the munber of original parties, commercial drafts 
may be classified as follows: 

1. Three-party drafts. A three-party draft is a draft in which the drawer, 
the drawee, and the payee are different persons. 

2. Two-party drafts. A two-party draft is a draft in which the drawer 
and the payee are the same person. 

Commercial Sight Drafts. Commercial sight drafts are used for two 
purposes, namely, to collect accounts that are past due and to collect 
for C.O.D. freight shipments. 

Sight Draft Used for Collecting an Account. Sight drafts are often 
used by creditors as a means of demanding payment of past-due 
accounts. The procedure in detail is as follows; 

1. The creditor draws a two-party sight draft on the debtor. The creditor 
indorses it and gives it to his bank for collection. 

2. The creditor’s bank indorses and forwards the draft to a correspondent 
bank in the city where the debtor, or drawee, is located. 

3. The receiving bank presents the draft to the drawee for payment. 

4 ! If payment is obtained, the draft is marked “Paid” by the receiving 

bank and is given to the drawee as a receipt for his pajment. If the 
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receiving bank is unable to obtaio payment, it returns the draft to the 
sending bank with a notation giving the reason for the drawee s failure 
to pay 

5 The receiving bank then remits the amount of the paid draft, less 
possibly a collection fee by bank draft to the sending bank or credits 
it to an account earned with the sending bank 

6 Upon receiving the remittance from the receiving bank, or a notice of 
the credit the sending bank credits the proceeds to the account of the 
drawer 

To illustrate, the draft shown below tras drawn by King & Wilson 
who wished to collect $326 39 from C R Ankromm & Son Since this 
draft was made payable to the order of "ourselves,” that is, to the 
order of King & Wilson, they were obliged to indorse it in order to 
make it further negotiable The draft was then given to King & 
Wilson’s bank in Topeka to be forwarded to a bank in St Louis The 
St Louis bank received the draft and presented it to C R Ankromm 
& Son for payment When C R Ankromm & Son paid the draft, the 
bank m St Louis either remitted the proceeds by bank draft to the 
Topeka bank or credited the amount to the Topeka bank’s account 
The Topeka bank then credited the proceeds to the bank account of 
King & Wilson 



Instead of drawing the draft in favor of themselves, King & Wilson 
could have made it payable to their bank in Topeka It would then 
have been a three-party draft The procedure of collecting the draft 
would have been the same as before except that King &, Wilson would 
not have been required to mdorse the draft before giving it to their 
bank for collection 

The drawee is not compelled to pay the draft, but his refusal to 
pay may reflect unfavorably on his credit with the local bank In 
order that his credit standing may not be impaired, the drawee usually 




BUSINESS PAPERS 


663 


pays the draft when it is presented, unless there is some justifiable 
reason for refusing payment. 

Sight Draft Used to Collect C.O.D. Freight Shipment. Express and 
parcel-post shipments may be sent C.O.D., and the ex-press agent or 
postmaster at the point of destination will collect the amount due 
before he delivers the merchandise to the purchaser. Railroad and 
steamship companies, however, allow the seller to make shipment in 
such a manner that a third party, usually a bank, may act as the 
seller’s collection agent at the point of destination and obtain pay- 
ment from the pm-chaser before the merchandise is delivered to him. 
In general, the details of the procedure for making collection on a 
C.O.D. freight shipment are as follows: 

1. The seller ships the goods on an order bill of lading’ in which the 
merchandise is consigned to the order of himself, and he attaches to it 
a sight draft drawn on the purchaser. 

2. The seller indorses the order bill of lading and the sight draft, and 
sends both papers to his bank for collection. 

3. The seller’s bank, in turn, indorses both papers and sends them to a 
bank in the city of the purchaser. 

4. Upon receipt of the draft and the bill of lading, the receiving bank 
notifies the purchaser that these two papers have arrived. 

5. The purchaser pays the draft and is given the bill of lading, properly 
indorsed to him by the receiving bank, vith which he can obtain the 
merchandise from the transportation company. The draft is marked 
“Paid” by the receiving bank and is given to the purchaser as a receipt 
for his payment. 

6. The receiving bank then remits the amount collected, less possibly 
a collection fee, by bank draft to the sending bank or credits the amount 
to the latter’s account. 

7. The sending bank, in turn, credits the proceeds to the bank account 
of the seller. 

Commercial Time Drafts. A time draft is one that is payable a 
certain number of days after sight or after date. If the person directed 
to pay is tvilling to do so, he indicates this by writing his name across 
the face of the draft if the draft is payable a certain number of days 
after date, or by writing his name and the date if the draft is payable 
a certain number of days after sight. He may also precede his name 
vith the word “Accepted.” The drawee who signs in this manner is 
then knovm as the acceptor of the draft, and the draft is referred to as 
an acceptance. 


’An order bill of lading is illustrated on page 6i3. 
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If the draft is pa 3 ^ble a certain number of days after sight, the 
date of maturity is the given number of days after the date on which 
the drawee accepts the draft If it is payable a certain number of 
days after date, the date of matunty is the given number of days 
after the date on which the draft is drawn The draft shown on this 
page IS payable SO days after date that is 30 da>s after May 12 If 
the draft had been payable 30 days after sight Mr Reynolds nould 
have written the date of acceptance as well as his signature and the 
draft would have been due 30 days after that date 

A time draft is usually drawn for one of the following purposes 
(1) tb obtain a debtor s formal written acknowledgment of his m 
debtedness and his agreement to pay at a definite time (2) to obtain 
a negotiable instrument that the drawer can discount at his bank 
(3) to obtain written evidence of a sale on credit A time draft drawn 
at the time of a sale is usually a special form of draft knoivn as a 
trade acceptance 

Obliffafions o/ the Parhes to a Commercial Draft The drawee of a 
draft IS under no obligation to accept it If he does accept it he pays 
a sight draft or he ivrites his acceptance across the face of a time draft 
The aeceptawee of a tune draft makes vt the written pronnse of the 
acceptor to pay the amount stipulated at the specified time The 
instrument thus becomes to ail intents and purposes a promissory note 
and is so treated by the original parties and subsequent holders 

Trade Acceptance The trade acceptance is a negotiable instrument 
that IS designed to serve as a substitute for the open account It is 
a special form of time draft that shows on its face that it has arisen 
out of a purchase of goods by the acceptor It is drawn bj the seller 
at the time of the sale and is accepts! by the purchaser when he 
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receives the merchandise. It differs from an ordinaiy time draft or 
promissory note in the following respects: 

1. It is always given at the time of the sale and is drawn to mature at 
the end of the regular term of credit granted by the seller, whereas a 
time draft or a note may be given at any time and for any period of 
time. 

2. It arises out of a merchandise transaction and cannot be given for a 
loan of money or an extension of time on an overdue account. 

3. It is self-liquidating in that the resale of the merchandise by the 
acceptor will provide funds out of which the acceptance may be paid at 
maturity. Notes and time drafts are not, as a rule, self-liquidating 
because they are generally given for a loan of money or an extension 
of the time on an indebtedness that is overdue. 

4. It is taken for discount by banks more readily than an ordinary note 
or time draft because it is self-liquidating in character and likely to be 
paid at maturity. 

5. It is a more liquid asset than is either an ordinary time draft or a 
promissory note because it is more readily discounted by banks. 

The use of the trade acceptance in place of the open account as 
a means of extending credit has the following advantages for the 
seller: 


1. The seller does not have to wait until the debt matures before getting 
his money, but can obtain the money immediately by discounting the 
acceptance. The seller is relieved of the burden of using his own capita! 
to finance the purchases of the buyer. 

2. The trade acceptance is presumptive evidence of the acceptor’s in- 
debtedness; therefore, the seller may enforce its payment without 
having to furnish additional evidence of the debt. 

3. Losses on bad debts are reduced because the trade acceptance must 
be paid promptly at maturity. 

4. The seller has complete control over the discount privilege because 
it is he who draws the acceptance and fixes the amount that is to be 
paid, (When a cash discount is offered, it is not for the purpose of 
inducing the customer to make prompt payment but rather for the 
purpose of inducing him to agree to make payment on a specified date.) 

5. The trade acceptance can be converted into cash with much less 
expense and inconvenience than can an open account. 


The use of the trade acceptance may be e.xplained by an illus- 
tration. The Huron Company, of Naslnille, sells ?314.50 worth of 
merchandise to G. M. York, of E.xeter, terms sLxtj'-day trade accept- 
ance. The Huron Company draws the acceptance, using the form 
prescribed for a trade acceptance, as shown below. G. I^I. York accepts 
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the form and returns it to The Huron CoTnpan> The latter may keep 
It for sixty dal's and then present it for payment, or, if the company 
desiTK, It maj discount the acceptance at its local bank. In the latter 
case the bank \nll give The Hurcm Companv credit for the proceeds of 
the acceptance at the time it is discounted and at its matuntj will send 
it to some Nash\’ille bank which will collect it from G M York. 



Accounting Jot Drafts and Acceptances WTien a draft or a trade ac 
ceptance is mailed to a debtor, no entry is made jn the books of ac- 
count because the debtor has not assumed any obbgation on the 
instrument until he has accepted it It may be con\ enient, howei er, 
for a busmess to keep a memorandum record of the drafts and ac 
ceptances issued and the disposition that is made of them Such a 
memorandum record is illustrated below 


Diurrs am> T{lu>£ Acceptances Issced 
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Memorandum record of drafts and acceptances issued 


When a debtor accepts a sight draft, he does '=0 by making payment 
He therefore records the transaction m his cash pajTnents journal as a 
debit to the creditor WTien a debtor has accepted a time draft or 
acceptance he has assumed the same liability as when he has signed a 
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note. Separate accounts maj'’ be maintained for drafts and acceptances 
receivable and payable, but it is common to record them with the notes 
receivable and payable. Therefore, when a debtor accepts a time draft 
or trade acceptance he may make an entry similar to the following; 

May 7 Accounts Payable — Farley and Holmes 1,250 

Notes Payable . . 1,250 

Accepted a 30-day trade acceptance, dated 
May 5. 

^Vhen a creditor receives payment upon the acceptance of a sight 
draft, he makes an entry in his cash receipts journal, debiting cash and 
crediting the customer. If the draft was collected through a bank, it is 
also necessary to record a collection expense. \^'hen a creditor receives 
an accepted time draft or trade acceptance, he makes the following 
entry. 

May 9 Notes Receivable 1,250 

Accounts Receivable -A. C. Rutledge 1,250 

Received 30-day accepted draft, dated 
May 5. 

Accepted time drafts and trade acceptances may be recorded in a 
notes payable register by a debtor and in the notes receivable register 
by the creditor, similar to the rejdsters illustrated in Chapter 15, pages 
262-265. If many drafts or acceptances are used, separate registers 
may be provided for them. 


NEGOTIABLE INSTRU- Checks. A check is a VTitten order 

MENTS USED AS SUB- bank directing the bank to pav a 

certain sum of money to a designated 
person. The person making the demand has money deposited in the 
bank uith the understanding that the bank will deliver it on his order. 
Since a check is an order to pay money, there are three original parties: 
(1) the person drawing the order, known as the drau-er; (2) the bank on 
which the order is drawn, known as the drawee; and (3) the person 
to wiiom the draft is payable, known as the payee. 


Rights and Responsibilities of the Payee. The payee of a check may 
cash it at the bank on which it is drawn, deposit it in his own bank 
for collection, or transfer it to another peraon. Generally the payee 
deposits it. 

l^Tien the payee deposits the check or disposes of it in some other 
manner, he is required to indorae it. By indorsing the check, the payee 
transfei-s his title to the instrument, acknowledges receipt of cash or 
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other assets for the amount named, and becomes liable to subsequent 
holders for the payment of the check 

Rights and Responsibilities of the Bank The bank must bear the 
loss if It pays a check to any person other than the one named, if it 
pays a check on which the depositor's signature has been forged, if it 
pays a raised cheek that bears evidence of alteration, and if it pays a 
check on which payment has been stopped 

The bank’s obligation is to the drawer or depositor, not to the 
payee or subsequent holders, and the bank may refuse at times to 
honor a check m order to protect the depositor or itself against pos- 
sible loss There are numerous circumstances under which payment 
of a cheek is often refused, chief of which are the following 

1 Inaufficienl funds The bank is under no obligation to honor a check 
unless the drawer has on deposit sufficient funds to pay it The bank 
may, however, pay the check and call upon the drawer for an immediate 
deposit 

2. Check drawn tn penal It is legal to draw a check in pencil Many 
banks will not honor a check drawn in this manner, however, because 
of the ease with which such a check can be altered and the possibility 
that It may have been raised or materially altered after leaving the 
hands of the drawer 

3. Evidence of erasure or other alteration Because of the bank's liability 
in connection with the payment of an altered check, the bank will not 
honor a check that bears evidence of erasure or other alteration The 
erasure or alteration may have been made by the drawer himself, but 
the bank has no way of knowing this 

4. Postdated check By dating a check, the drawer indicates the date on 
or after which the bank may honor the check for payment The bank 
will therefore refuse to pay a check that is presented before the date 
that It bears To pay it before the date specified would be contrary 
to the order of the drawer 

5 Date missing Since the bank has authority to pay a check only on 
nr a/.tftc thA date that u. hears, the hmk. may retuaete hno/ir a. cheek 
on which the date is missing It may have been the drawer’s intention 
to postdate the check 

6. Discrepancy between the amount t» words and the amount in figures 
When the amount in words differs from the amount in figures, the 
amount m words is considered the correct amount of the check If 
there is a material difference, the bank will probably withhold payment 
until it obtains from the drawer information as to the correct amount 

7 Incorrect signature of the drawer The bank may refuse to honor a 
check on which the signature of the drawer js not the same as the one 
appearing on the drawer s signature card 
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8. I denlificalion of the mdorscr. Since the bank must bear the loss if it 
pays to the wrong person, the bank will refuse payment on a check if 
the one presenting it cannot identify himself as the payee or indorsee 
named on the cheek. In the case of a bearer check — one that is not 
payable to any specified individual — • the person presenting it must 
be one who is personally known at the bank. Otherwise the bank will 
refuse to pay it. 

9. Payment slopped. The bank will refuse to pay a check on which pay- 
ment has been stopped. 

Rights and Responsibilities of the Drawer. The principal rights and 
responsibilities of the drawer of a check are the following: 

1. The drawer may stop payment on a check at any time before it is 
paid by filing a stop-payment order with the bank on which the check 
was drawn. 

2. The drawer may hold the bank liable for the loss resulting from the 
payment of a check on which his signature was forged. 

3. The dra%ver must bear the loss on a raised check if the check was 
drawn carelessly or in such a manner that it could be altered wthout 
bearing evidence of the alteration. 

Certified Check. A certified check is one the pajnnent of which is 
guaranteed by the bank on which it is drawn. The procedure of 
certification is as follows; The drawer or holder of the check presents 
it at the bank for certification. An officer of the bank examines the 
drawer’s account to see that the balance is sufficient to cover the 
check. If the drawer's balance is sufficient, the check is stamped 
"Certified” across the face, this word being followed by the date, 
the name of the bank, and the signature of the bank’s cashier, and 
is then returned to the person who presented it for certification. The 
amount of the check is immediately charged against the drawer’s 
account, and the bank becomes responsible for meeting the check when 
it is later presented for pajunent. 

The drawer may ask to have his check certified when he has a 
pajmient to make to someone who does not know him and who will 
not accept his personal check. The holder of a pereonal check, having 
accepted it but feeling unceiiain as to its pavmient, may request 
certification at the drawer’s bank in order to be assured that pavTuent 
will be made. 

If for any reason the drawer does not make use of a check that he 
has had certified, he must deposit it in order to get credit for it at his 
bank. 

Cashier’s Check. A cashier’s check is a check drawn on a bank by 
its cashier, and is used chieflv’ in the pavTuent of the obligations of the 
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bank and of collections made for persons who have no accounts with 
the bank 

Bank Diafi A bank draft is a check drawn by one bank on another 
bank and is evidence that the bank drawing the draft has money on 
deposit in the bank on which the draft is drawn The purpose and use 
of a bank draft may be explained by means of an illustration 



If Hartford & Sons who live m Camden Ohio wish to pa> $500 
to Arthur Blake in Cincinnati Ohio they may go to their bank m 
Camden and ask to purchase a draft Their bank m Camden will 
probably have money on deposit in some bank m Cincinnati and will 
draw a draft on this bank ordenng it to pay Hartford <L Sons $500 
On paying the Camden bank $500, plus a small fee, Hartford d, Sons 
will receive the draft which they will indorse and send to Arthur 
Blake The latter will treat it m the same manner as any incoming 
check and will either cash it or deposit it in his bank m Camden 
It should be observed that the draft in the foregoing illustration 
was made payable to Hartford &. Sons the debtor It w as then indorsed 
by them to the creditor Arthur Blake There are two reasons why the 
draft should be drawn in this manner and should not be drawn payable 
to the creditor (1) If in Blake’s office the draft should become separated 
•&. Saws.' Isttac of Elaka 'd/tvfcA'j tb/t 

sender by observing the name of the person specified on the draft as 
the payee (2) After the draft is indorsed by Blake and is paid by the 
First National Bank, the draft becomes a receipt in favor of Hartford 
& Sons Their indorsement shows that they transferred the draft to 
Blake, and the latter’s indorsement shows that he received the pay- 
ment If the draft had been onginally draivn with Blake named as 
the payee, the paid draft would not have constituted a receipt m 
favor of Hartford Sons because there would have been no evidence on 
the draft that it was they w^o purchased it and gave it to Blake 
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Money Orders. A money order is an order for the pajnnent of 
money. Money orders are of two kinds: postal money orders and 
express money orders. A postal money order is a government order 
for the payment of money, which is issued at one post office on the 
sender’s written application, and is pajmble at some specified office 
to the holder upon the latter’s proper identification. An express 
money order is a check that is issued by an exTpress company on the 
application of the person washing to make the remittance, who de- 
posits the amount wfith the express company, and is payable at some 
specified office to the holder. 

BILLS OF LADING merchandise is shipped by freight, a 

hill of lading is filled out to include the 
following information: the name of the cairier receiwng the ship- 
ment; the place and the date; the name and the address of the shipper 
and of the consignee; the routing of the shipment, that is, the names 
of the earners that are to handle the shipment; and the number, 
w'eight, and description of the contents of the packages or cases 
shipped. 

'The bill of lading is prepared in triplicate. The first copy, known 
as the original, is signed by both the shipper and the earner’s agent 
and is issued to the shipper as a receipt for the goods delivered to the 
carrier. It is both a receipt and a contract. It states that the earner 
has received the goods described thereon, and it sets foi'th the terms 
and conditions imder which the carrier agrees to transport the prop- 
erty. The second copy, called the shipping order, is signed by the 
shipper only and is retained by the carrier as evidence of its authority. 
The third copy, called the memorandum, is a duplicate of the first 
and is signed by the shipper and the agent. It is issued to the shipper 
as a duplicate receipt. 

There are two forms of the bill of lading, the straight bill of lading 
and the order hill of lading. The straight bill of lading is nonnegotiable 
and is used for shipping an order of merchandise that has been paid 
for in advance or that has been sold on account. The shipment is 
consigned to the customer, and the original bill of lading is fonvarded 
to him by mail, ^^ffien the shipment reaches its destination, the 
freight agent at that point sends the consignee a freight amval notice. 
If the consignee is not personally knowm to the freight agent, he will 
be required to present his copy of the bill of lading in order to obtain 
possession of the goods. He will also be required to present it in case 
the goods are damaged in transit and he files a claim against the 
transpoi-tation company. 
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H‘=* O'^e*' bill of ladinjj is n^gotebl'^ b'v iado’:s»si‘»at and tit. 
siupm^at for ■v^hieb it is issaed is co 2 siKii«»d to th^ o’xi‘^r of tb»^ shipp*- 
O' ius agent. Possp-ssjon of the goods at the point of d«=-stin£tion can 
bo obtained on]\ upon p-esentataon th«“ oiginal bJl o' lading 
p*op=ri\ indo-sM to the p«*^oa who p'es^^ts it. This fo’m k us«*d 
fo' making COD freignt shipaaonts It is also us^-d vh^n th«“ goons 
rep'ecj^nt^ bi the bill of lading ai^ to be sold fo- thp shipp®- bi h-s 
agent or broker at tb® point of destinatioa and the saipp^' do«^ no* 
knoiA \ibo tb» purchase' vnil b^ 

The iDusfation beJow sbous an onler biB of ladmg The S^Io-v 
I»Ia3 O'der Ho os® shipped to Dai'ton Oruo two cases of elerfo^al 
suppbes and consigned the shipment to their own o'de- The\ 
indo'sed the ongmal cop\ of the bUl of lading and inaile.i it togethe- 
with an mi oice and a draft fo' the amount of the in% piee to a bank 
in Dai-ton. Cpon the javment o' the sigot draft bi tae customer 
Air o'th, the mi oi^e and the bill of lading w e'e gji en to him He 
then p'esented the bill of lading to the 'ail'oad frei^* office and 
obtained possession of the me-xhandise 
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KKSp's:s”i'ii. „.rii .« c£s?B s.is";::™: 

supplies, 1G4 , assets, V-ftbiUtirs cl.w»ifica- C^a^h. , ,9' jit; dividend^. 

totrated 'o, (12° ' . B-ilancoR and ZUZok 149 . 139:°ho” and o. 'r. 153 

ArLioro^ PnV'^^^^^^^^^ B^nk draft. 050. C0l:.lusttiic . CiisbWk,_^139^^^ , 

>„“‘;ys^"‘i5l:witi.fonicsJ«B^^^^^^ Bank discount. 191 ,5,. g^hjoiinial. combined, -d. - 

' c^s^psynient, ioiimal. 139. 144. 

Sfo'rV'oodwmtonewp.artncr. Bill of cxclianRC. OTO r- 'IVccipt- ioumal. 139. l-!^ 

AUolnces, purcbase.s. 119: sales, Bm^of_ ^72; sttuiuht. ''rhowii^^^Hr.r.c,^ for ^ cash , 

-bcial-sUnSr*^-- .SS^^^xorpi.tioa. 3S0 

'Of' od.® (unds 5SS: source Bond pr Zb3lance sheet. 438 ^ checks, OiO, 0 <9 

^"a'^'rsuatctnroso, 5S9, 59o, Bo^n'ds? o^-als"- alj^t, ^ p5cd Pubhe Accemtant (C. 

rc^ii'i^^llnd uns-ured 43^ ChVnR- "Stt' ^ 1? 

“TlllSr y.’iin'^^iahf^S- 

Bond^ payable. -3. -iv'* 


Ullk4. 

^l|jpriltio'S\'sur4“;,^^ 


Iriicles of copartncrslup, .>■>< ^ 

kssessed value of .Ptoi^t 1 . 
ksse;,3iuent3. special J.< 
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rfttio of to fixed habiiitiM 27, 
572 r<'ca-'»tcr, 2G3 2f>t 2G5 
fipf'cm) for 230 2 JO 

Fixed Imbditics 22, ratio of fixed 
to 27 572 
Fix^d ratio 27. 572 

chart for throuch fac- 

tory ledger and *itd>5idiarj cost 
and stocj IcdRen 521 for manu- 
factunne cxpcu-scs 500 of 
tbroiiRb fftrtor> Icdjror «bo\Mnj; 
detmnination of unit proco-* 
costs 537 

Footinc-s pencil 90 
Freight in 38, departmental 100 
Frcigiit out departmental IGO 
Funds, fiourco and application of 
588 fitaternont 5SG 589 595 
598 


G 

Gam on «alo of fixed a-^acts, 23G 
Gams capital 317 
General expenses 10 
General journal 81, illustration of 
8-1 87 standard ruling for 82 
General ledger, IIG account 510 
Goods m procc^is 18G, 512 ad- 
justment for 195 

Goodwill 35-1 admission of partner 
xwtU aUov.'\nee for to (ormer 
< partners 353 admission of part- 
ner with allouancc for to neu 
partner 35G determining amount 
of 355 on corporation accounts 
303 

Goxcmmcntal accounting 12 
Greo earnings of an emplojcc 2S0 
deductions from 200 illustration 
of calculation of 289 
Gross income 31 1 deductions 
from 315 

Gross profit 100 bj departments 
on profit and loiss statement 
IGl of n department trading 
report sliowing 105 on s Ucs 39 
Gross profit method of m>cntor> 
220 

H 

Homo office SCO Branch, ledger 
account 473 


I 

Inadequacy 244 

Income 5t 59 r!o'*ing entrj for 
97 deferred credits to 23 203 
207, other 140 }O0 

Income fitaternent see Profit and 
lo s stati ment 

Income tax accounting 12 accrual 
and cash bases for tl7 ubusted 
grass income 315 business in 
come 311 capital gainsand looses 
317, con>orate statements and 
101 deductions from gross in- 
come 315 ixemptions 310 for 
an indixuiual illustrat* d 320-322 
gTOs« income 31 1 inetboii for 
traile ms of fixed a sets 23S, net 
income 310 on induidiml.s 313 
optional standaixl deiluction 315 
partners profitn and 31G pa>- 
ments 319 rates 318 ratfts of 
depreciation 212 record.s 323 
ri turns llo 

Incorporation. 3SC certificate o' 
3S0 

Indorsement in blank G5S in 
full 053 of negoti ible mstru- 
ments Go7 position of a 057, 
qudified G5s rcstncUsc 059 

In.sulbc!rnt fun N COS 

Insurance prepud 21, prepaid 
pavinent for GO 

Insurance pobci registt- 2G1, 202, 


Intangible a'^-sets 351 of a manu- 
facturer 4S7 

IntercT't 285 a ccrfaimng I^G 
nature of 185 on partners m 
xestments 345 

Interest lieanng note IS5 059 
Interest exf>en?e 180 onrrofitand 
lo-s flatement 190 reco'’ding 
18S 

Interest income ISO on profit and 
lo i sLiterucnt 100 rccorrbwg, 
100 

Int rirn statements 105 
Internal ehccl of of>^raiions 2CS 
transactions 70 

In\cntorj 20 adju.stm*‘at fo- 102 
aierage 577 branch lahiation 
of 480 choosing cost fgure for 
223 conserv itivc valuation of 

223 estimated 220 first m first- 
out inctlio<l of 22 I gro s profit 
method of 220 importance of 
222 last m first-out method of 

224 los es reserve for 418 
rncrchandLsc 20 of jartialK 
proccs ed matc'-ials 538 j cr- 
petuai or bool 225 ph> ical 
20 retail method of 220 taking 

225 

InvcHtmont 51 57 admi^ ion of 
partner hj 352 dm ion of 
tiartncrslup { rofit-. according to 
141 of cashin partncrshii> oi>cn 
mg entra for 337 
Invoices 112 sales 12S 129 
standard form of 113 u«ing as 
purchases journal 122 i mg 
as sales journal 155 

J 

Job cost ledger 512 
Job cost «beet 513 514 
Job order 508 and frocesa costs 
destingmshcd 530 
loint products 532 
Journal SO cab pa>mcnts 139 
141 III casfi rcceit ts I’O 1 lO 
coml mod ca-di 204 200 207 

fine hod goods 514 gcncr'»l see 
General journal notes rcceival le 
190 piircha cs see Purchase 
journal, purcha«cs returns and 
allowances 120 -ales, see ‘^alC'* 
journal sales returns and al ow 
anecs 135 

Journals sj>ccml need for 109 

L 

Lalior dirc^'t 489 501 
Land 21 

Last in firvt-out flifo) method of 
valuing mventorv 22t 
I^vv relation of to acco intmg I 
Ledger 50 account-* pa>ane HO 
U7 accounts rcccivabc 131 
after accounts have lrf*en ad 
jiLsted clo-cd halancf'd and 
ruled lOI-lOl aftc** I osting but 
iieforc adj i ting and rlo-mg 88 
89 amng n ent of account* in 
50 g nerd MO iM i triton of 
88 SI illusirntion of corj etc 
and tnsl I alancc 57 C2 riant 
4S0 i)-otlnction order o- c rt 
512 «j>ccnl forC'inpnont 239 
stock or fini.-'hed gooiis 51 5 
stockholdc"> tlO 111 Stores 
or ran materials 510 « *>- 

pcnl>crs 409 411 •ul>sidiar 

MO sub- idtan ro irhor rosr tc” 
as 283 to vvheh i Ij isting 
cnincs have j»0(->tcd 0l to 

winch closing rnt-ics for mro c 
and exi>cr cs have l>cen 
OS 

Lial ihtics 8 acc’nicd 22 con 
tincpnl 19 j cura?nt 22 <ictc*TC<’ 
crc<iits to income 23 * icd 22 
tmn.-'fc- of to partnership 33s 


I ifo 224 

I I jmdaticn of a partnc-v’ar 3' ^ 

va'jcof^try 385 
Lmg tfrrn rarital gams and !/>v 
31S notes 1 10 

Los capital 317 n^t 41 on *’'’c 
of fitJ^d a? etfl 230 


TA 

5fakc''of a note i«9 0’9 
Marl ct val le 385 
Man firtmng accoint" aflj »*iag 
and r’o ng 490 la!'»rce ‘^heet 
49 » 500 \ alance «h eet nrco int-* 
18i> r ij ital "nd re cn e cl a’T 
187 cost crcointing in VKV 
c )-<t of goods man 
sebed lie in 400 19S d<--rn ‘jra 
of 185 expen e^ f’ow 509 
inventories valiation o' 501 
jjentviic surnmar> illu ♦ration 
of 49 1 501 p-ofit an I lo- state- 
ment 49G Vi7 profit end Irr* 
stiteufnt areo jnt“ 489 <rlel 
uirs IS9 « irr rnarj arco mt 191 
500 u rl sle«'t I9l t i> 405 
Margin 1 100 on sales 9 
Ma ter f idget 517 accomtng 
for 5a3 ill I'^traiion of j53 558 
prfMTd in' fo' 5o2 
Alaten iN n v see Raw mafenab 
Meniomrd sm rcco-d of ilrifts -n 1 
accep t-^ncf i jed CfO 
Mercantile 1 sinews p-ofit and los 
Staten ( nt for a 42 
Mcrchandi f inventory see Inv^’n 
ton 

5Ierrhan 1 l e turnover 13 577 
Min qe book 10 ) 111 
Mixed accoont-s OS 
Mont V orders r jC express C7l 
postal 071 

Mortgage paiab’e 23 


H 

Sat iral 1 >ear 4'fO 

ScgvliaUi instr in ent T'O e 
s ntial elements of a G50 in 
dor-eii ent of t*-57 1 as s iR 

stit tf '* fo' monev r< 7 
Ncgotubibtv Word? of Cj 7 
Net income 31G 
Net io"* from orH.ral:orv«- 41 
Set f a> calculation o' ilJu tratei 
292 

Set r rofit 40 74 97 by depa'l 
ments on profit and lo-s sta’p 
ment 4r5 fro n operation* 40 
Net worth 7 23 see also Prop -ic- 

tor-jhip 

\o-par V al je «tr>ch 3S.5 mcthoxl of 
handling 42 4 

Nonco on crcial (ntcrp*a«eM rcco’-d- 
fo- 11 

None imUative p-eftrred s*ocI 
i83 

Son intc’-est l^anng no*e 185 1 *9 

Soni artirii atirg i 'c'c^rcd st/XK 

3S3 

Srr nal t tx 318 

SitiA IS“j disro int on 19j 
intf re--* l-earing 185 longterm 
4l0 non i ite ON* Iveanng 
I 0 r * sec Profni-* 0*5 ro* 
Note javalle 22 187 ratio of to 
arco nt-» java^le 571, rentier 

2r2 -trl -r5 L^der VO cl *"■ 
-82 

So*'^ 'er-ctv'”' ’c 19 189 ji-j J 

rf-vr- e fo' \ id dj'' ts 222 dr 

cj nt eg 1 195 di 1 ono'etJ 


O 

Ol>-o c ren-^ 244 

O '* '“c c^i i o I ent 21 
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Reducinfr-fraction method of de- 
pr#‘cmtion, 243 
nc;rj‘<tcrcd bond", 43} 

R^KisU-rs, 25G; as «5upi)lctnontiir>' 
rrcords, 2G1 

RoKi^trar and transfer ac'^nt. 410 
lirnt, i)ayment of 52, 5S 
Report form of baianre shoot, 25, 7G 
Rr~»cn'c, for bad debt^, 218, 220; 
for bond Ainkin/; fund, 418; for 
depletion, 214; for depreciation, 
232; for invontorj' lo^se^, 118; 
for plant exton-sion, 418; surplus, 
418 

Retail method of inventory, 226 
Retirement of partner, 357 
Returns and alloscanres, purchases, 
119; sales. 133 

Revaluation of assets on consoli- 
dation, 3.5G 
Revenue charRCs, 4S7 
Reverain" entries, 172, 173, 206 
Ruling and balancing accounts, 09 


S 

Salaries, 288; adjustment for, 70, 
1G4; partners’. 344; payment of, 
01 

Sale of fixed asscla, accounting for, 
235 

J?afcs, JT", S'?; and" profits, 127"; 
rross profit on, 39; importance 
of. 127; margin on, 9; terms of, 
110; ticket, 128 

Sales discount, 127; on profit and 
loss ataternent. 149 
Sales invoices, 128, 129; u«cd as 
sales journal, 135 

Sales journal, 128, 129; depart- 
mental, 458; posting the, 130; 
phov^nnK sales taxes, 328; u^'inc 
sales invoices as, 135; uitn 
column for cash sales, 459 
Safes returns and alloi^anres, 133 
Sales returns and allow anres jour- 
nal, 135; departmental, 4G0 
Sales taxes, ^ accounting for, 327, 
cash receipts journal showing. 
328; imposed upon seller. 320. 
nature of, 327; sales journal 
showing, 328 

Schedule, of accounts payable, 118, 
148; of accounts receivable, 133, 
141; of changes in working capi- 
tal, 588, 59G 

Schedules, accounting, 585 
Secured bonds, 435 
Selling expenses, 40 
Ser\*icc business, description of, 
57; profit and loss stotement for 
a. 43 

Ser\*ico departments, 4G1; and 
process costs. 531 

Short-term capital gains and losses, 
318 

Sight draft, G5G, GGl; illustrated, 
CG2; used for colhrting an ac- 
count. CGI ; u-^ed to collect C.O.D. 
freightshipment*’, GG3 
Signature card, 149, 150 
SinV.ing fund, bond, 438; re**cr\c, 
439 

C0-<lay methcKi of calculating 
interest, 16G 

Social security taxe«. on employee*. 
2r'0; on employer?, 300; pay 
incnl of, 307 


Sole proprietorship, 23, 24 
Sourct^ and appheafion of funds 
statement, 58C. 5S9, 5'i5. 5o3 
Source of funds, 588 
Special assessments, 327 
Sfierial journals, need for. 109 
Standard deduction, optional. 31.*^ 
Staled value. 42i: of fitoep., 3^7 
Statement, of earned surplus, 40s 
422, 42.3, of financial clLang^^s’ 
588; of partners’ capital 
counts, 340, 317; «fjurce and 
appliration of fund?, ^G, .5V» 
595. 598 

Statements, accounting, C, sup- 
plementary, 585. 58G 
State unemployment compensation 
tax, 301 

Stock, authonxed capital, 38S; 
capital, cIa?sifiration of, 382*; 
ccrtifieate, 410; certificate bool/ 
409, 411; dividends. 421; on 
balaneo sheet, 410, 411 , value of 
3S5 

Stockholders, 3fil 
StO'*kboh}ers ledger, 410, 411 
Stock ledger. 515; flow of co^ts 
through, 521 
Store equipment. 21 
Stores ledger. 510 
Store supplies, 21 

Straight-linc method of deprecia- 
tion, 2,31 

SufJscnbers ledger, 4^^, 4‘f/ 
Subscription book, 409. 411 
Subscriptions, at a premium or a 
duicount, 401 , to capital stock 
309 

Siih'iidiary accounts, IIG 
Subsidiary ledger. IIC, voucher 
register as. 283 

Supplies, adjustment for, Ki.}, 
olficc, 21; purchase of, 51, 59, 
store, 21 

Supplementary .statements. 085 
5SG 

Surplus. 381; appranal, 4IG. cab,, 
tal, 403, 41G; corporation, 41Cj 
donated, 417, 425. earned, see 
named surplus; on balance »'h»^t, 
441, 441; paid-m. 41C. ‘Statement 
of earned, 408. treasury' stoef 
417. 42G 
Surtax. 318 

Systems, accounting, 12, 273 


T 

“T” account. 50 
Take-home pay. 290 
Tutew. and .accounting. 313: nature 
of. 313; property, sec Property 
taxes; sales, sec Sales taxc^; 
social «sccurity, 290, 300 
Temporary propnetor»hip necounla, 
55 ^ 

Ten-column work sheet, 71, 72, b2 
Term*, credit, 110, 127 
Tickler. 270 

Time draft. C5C. CGI . 6G3; accepted, 
illustrated, CG4 
Timekeeping, 280 
Trade acceptance*. C-5G, GG-I. ad- 
vantages of the U'-e of a, m p^are 
of the open account, CG5. illuc, 
Ira ted, GGG 

Trade-in of fixed a?*ct-. arronnlihg 
for, 237 


Trading report showing gree* f-r/.t, 
of a d''partfrent 1G.5 
Tran-aetiono. and arro mting 
value?, 2. internal. 70 
Transfer agent, registrar and IJO 
Treasun.' “toek, 425, donation and 
sale of J25; on balanee «•! t, 
427, 428, purcha.'^e ^nd sale of, 
42G «7irp!u3, 417. 42G 
Trill balance. .50, 63. 90. adju'-tid. 
73, and aecounttng stafeT.ento, 
C7. of factory' ledger. 517, 520, 
534. 538, po*t-clo=ir:g KO. RH, 
171, 172 proof p'o*. ide<l b 3 C-1 
Turnover, nK-rrhandi'C. 43. 577. 
working capital. 41 


U 

Unearnfd collcetioa?, 22 
Unrollectible accounts, accounting 
for. 220 

Unemployment compensation tax. 

federal, .300, state 301 
Uniccured bonds, 435 


V 

Valuation accounts 217: estimated 
2if! 

V'oucher, 274; cherV 27G fihng a 
27G. m«jde of. 275 out«.de of 
271. petty ea«h, 259 

Votirher regi-ter 27G 277. a? look 
of o’^igmal entry' and "ub“ dnry 
ledco', 283, ehowing payroll cn- 
tne*. 305 

Voucher system, 273, adjustment*, 
280; and financial management, 
283. corrections, 282. note* paj- 
ahlc under. 2S2, partial pas*nient* 
ender, 2S2, purchases return* 
and allowance? under, 2S0; 
relation of. to accounting pro- 
cedures, 279 


W 

Wage rate*. 289 
V'ace>, 288 

inthdraw.als. for personal ti?e, GI; 
in oxce*s of eamings. 24, 25, oa 
balance sheet, 24, 25 
■Withholding, federal income tax, 
291 

Work sheet. 70, 72, departmental- 
lied, 4G3. cight-cohimn, IG.3, for 

consolidated home office and 

branch balance “hect. 479, for 
consolidated home offiee and 
branch profit and Ivs statement, 
47S; of a m.annfacturer. 491, 492, 
493 , preparation of. IG2, prepara- 
tion of st.aternent^ from, IG5; 
provision for fcde-al income tax 
on, 405; ten-column. 71, 72. 92 
Working capital, 2T> 570. -chedule- 
of c^ngw in, 58S. 590; turn- 
over, 44 


Y 

Vear, luitural burinc??, 490 



